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PROPOSED  RULE  MAKING 


DEPARTMENT  OF  THE  TREASURY 

Internal  Revenue  Service 
[  26  CFR  Part  1  ] 

INCOME  TAX 

Deductions  Allowable  to  Certain 
Membership  Organizations 

Notice  is  hereby  given  that  the  regu¬ 
lations  set  forth  in  tentative  form  below 
are  proposed  to  be  prescribed  by  the 
Commissioner  of  Internal  Revenue,  with 
the  approval  of  the  Secretary  of  the 
Treasury  or  his  delegate.  Prior  to  the 
final  adoption  of  such  regulations,  con¬ 
sideration  will  be  given  to  any  com¬ 
ments  or  suggestions  pertaining  thereto 
which  are  submitted  in  writing  (prefer¬ 
ably  six  copies)  to  the  Commissioner  of 
Internal  Revenue,  Attention:  CC:LR:T, 
Washington,  D.C.  20224,  by  June  7,  1972. 
Any  written  comments  or  suggestions 
not  specifically  designated  as  confiden¬ 
tial  in  accordance  with  26  CFR  601.- 
601(b)  may  be  inspected  by  any  person 
upon  written  request.  Any  person  sub¬ 
mitting  written  comments  or  suggestions 
who  desires  an  opportunity  to  comment 
orally  at  a  public  hearing  on  these  pro¬ 
posed  regulations  should  submit  his  re¬ 
quest,  in  writing,  to  the  Commissioner 
by  June  7,  1972.  In  such  case,  a  public 
hearing  will  be  held,  and  notice  of  the 
time,  place,  and  date  will  be  published 
in  a  subsequent  issue  of  the  Federal 
Register,  unless  the  person  or  persons 
who  have  requested  a  hearing  withdraw 
their  requests  for  a  hearing  before  no¬ 
tice  of  the  hearing  has  been  filed  with 
the  Office  of  the  Federal  Register.  The 
proposed  regulations  are  to  be  issued 
under  the  authority  contained  in  sec¬ 
tion  7805  of  the  Internal  Revenue  Code 
of  1954  (68 A  Stat.  917;  26  U.S.C.  7805). 

[seal!  Johnnie  M.  Walters, 
Commissioner  of  Internal  Revenue. 

In  order  to  conform  the  Income  Tax 
Regulations  (26  CFR  Part  1)  to  section 
121(b)(3)  of  the  Tax  Reform  Act  of 
1969  (83  Stat.  540),  relating  to  deduc¬ 
tions  incurred  by  certain  membership 
organizations  in  transactions  with  mem¬ 
bers,  such  regulations  are  amended  as 
follows: 

Paragraph  1.  Section  1.162-1  is 
amended  by  revising  subparagraph  (2) 
of  paragraph  (b)  and  by  adding  a  new 
subparagraph  (6)  at  the  end  of  amended 
paragraph  (b).  These  amended  and 
added  provisions  read  as  follows: 

§  1.162—1  Business  expenses. 

•  *  *  *  * 

(b)  Cross  references.  *  *  * 

(2)  For  items  not  deductible,  see  sec¬ 
tions  261-279,  inclusive,  and  the  regula¬ 
tions  thereunder. 

•  •  *  *  • 

(6)  For  expenditures  related  to  activi¬ 
ties  not  engaged  in  for  profit,  see  section 
183  and  the  regulations  thereunder. 

Par.  2.  New  §§  1.277,  1.277-1,  1.277-2 
and  1.277-3  are  added  immediately  fol¬ 
lowing  S  1.276-1  and  read  as  follows: 


§  1.277  Statutory  provisions;  deduc¬ 
tions  incurred  by  certain  member¬ 
ship  organizations  in  transactions 
with  members. 

Sec.  277.  Deductions  incurred  by  certain 
membership  organizations  in  transactions 
with  members — (a)  General  rule.  In  the  case 
of  a  social  club  or  other  membership  or¬ 
ganization  which  is  operated  primarily  to 
furnish  services  or  goods  to  members  and 
which  is  not  exempt  from  taxation,  deduc¬ 
tions  for  the  taxable  year  attributable  to 
furnishing  services,  Insurance,  goods,  or 
other  items  of  value  to  members  shall  be 
allowed  only  to  the  extent  of  Income  de¬ 
rived  during  such  year  from  members  or 
transactions  with  members  (Including  in¬ 
come  derived  during  such  year  from  insti¬ 
tutes  and  trade  6hows  which  are  primarily 
for  the  education  of  members).  If  for  any 
taxable  year  such  deductions  exceed  such 
Income,  the  excess  shall  be  treated  as  a  de¬ 
duction  attributable  to  furnishing  services, 
Insurance,  goods,  or  other  items  of  value  to 
members  paid  or  incurred  in  the  succeeding 
taxable  year. 

(b)  Exceptions.  Subsection  (a)  shall  not 
apply  to  any  organization — 

(1)  Which  for  the  taxable  year  is  sub¬ 
ject  to  taxation  under  subchapter  H  or  L, 

(2)  Which  has  made  an  election  before 
October  9,  1969,  under  section  456(c)  or 
which  is  affiliated  with  such  an  organiza¬ 
tion,  or 

(3)  Which  for  each  day  of  any  taxable 
year  is  a  national  securities  exchange  sub¬ 
ject  to  regulation  under  the  Securities  Ex¬ 
change  Act  of  1934  or  a  contract  market  sub¬ 
ject  to  regulations  under  the  Commodity 
Exchange  Act. 

(Sec.  277  as  added  by  sec.  121(b)(3),  Tax 
Reform  Act  1969  (83  Stat.  540) ) 

§  1.277—1  Allowable  deductions  in¬ 
curred  by  certain  membership  orga¬ 
nizations. 

(a)  In  general.  Section  277  provides 
that,  in  the  case  of  a  social  club  or 
other  membership  organization  which  is 
operated  primarily  to  furnish  services, 
facilities,  or  goods  to  members  and 
which  is  not  exempt  from  taxation,  de¬ 
ductions  for  taxable  years  beginning 
after  December  31,  1970,  which  are  at¬ 
tributable  to  furnishing  services,  facili¬ 
ties,  insurance,  goods,  or  other  items  of 
value  to  members  shall  be  allowed  but 
only  to  the  extent  of  the  gross  income 
derived  during  such  year  from  members 
or  from  transactions  with  members. 
Therefore,  section  277  imposes  a  limita¬ 
tion  on  the  deductibility  of  items  attrib¬ 
utable  to  furnishing  services,  facilities, 
insurance,  goods,  or  other  items  of  value 
to  members  which  would  otherwise  be 
allowable  as  items  of  deduction  under 
chapter  1  of  the  Code  (including 
amounts  determined  without  regard  to 
whether  the  activity  giving  rise  to  such 
amounts  was  engaged  in  for  profit  such 
as,  for  example,  deductions  for  interest 
under  section  163).  In  addition,  section 
277  allows  such  organizations  a  limited 
deduction  for  items  attributable  to  fur¬ 
nishing  services,  facilities,  insurance, 
goods,  or  other  items  of  value  to  mem¬ 
bers  which  would  be  deductible  under 
section  162,  167,  or  similar  provisions  of 
the  Code  if  the  activity  giving  rise  to 
such  amounts  were  engaged  in  for  profit. 

(b)  Definitions.  For  purposes  of  vhis 
section — 


(1)  Membership  organization.  The 
phrase  “social  club  or  other  membership 
organization  which  is  operated  primarily 
to  furnish  services,  facilities,  or  goods 
to  members”  (hereinafter  referred  to  as 
a  “membership  organization”)  means 
any  taxable  organization  operated  on  a 
mutual,  cooperative,  or  similar  basis 
whose  primary  activity  is  providing  mem¬ 
bers  with  services,  facilities,  or  goods. 
For  purposes  of  determining  whether  an 
organization  is  operated  on  a  mutual, 
cooperative,  or  similar  basis,  it  is  im¬ 
material  whether  the  organization  is 
incorporated  or  unincorporated  or  is  re¬ 
garded  as  a  profit  or  a  nonprofit  corpo¬ 
ration  under  applicable  State  law.  An 
organization  which  is  operated  primarily 
to  realize  gains  to  be  distributed  among 
its  shareholders  in  proportion  to  their 
capital  investment  or  other  equity  inter¬ 
est  is  not  a  membershin  organization. 
Thus,  an  organization  which  is  a  regu¬ 
lated  investment  company  as  defined  in 
section  851  is  not  a  membership 
organization. 

(2)  Member.  The  term  "member” 
means  any  person  (including  the  de¬ 
pendents,  as  defined  in  §  1.152-1,  and 
guests,  as  defined  in  §  1.512(a) —(3)  (c) 
(2)(iii)(b),  of  such  a  person)  who  has 
the  privilege  by  reason  of  payment  of 
dues  or  otherwise  to  obtain  from  the 
membership  organization  services,  facili¬ 
ties,  insurance,  goods,  or  other  items  of 
value  on  a  mutual,  cooperative,  or  simi¬ 
lar  basis  whether  or  not  such  person 
owns  stock  in  the  organization  or  holds 
a  certificate  of  membership  and  whether 
or  not  such  a  person  is  entitled  to  par¬ 
ticipate  in  the  management  of  the 
organization. 

(3)  Membership  activity.  The  term 
"membership  activity”  means  the  fur¬ 
nishing  of  services,  facilities,  insurance, 
goods,  or  other  items  of  value  to  members 
on  a  mutual,  cooperative,  or  similar 
basis. 

(4)  Nonmembership  activity.  Any  ac¬ 
tivity  of  a  membership  organization 
other  than  the  furnishing  of  services, 
facilities,  insurance,  goods,  or  other 
items  of  value  to  members  on  a  mutual, 
cooperative,  or  similar  basis  is  a  “non¬ 
membership  activity.” 

(c)  Examples.  The  provisions  of  para¬ 
graph  (b)  of  this  section  may  be 
illustrated  by  the  following  examples: 

Example  (I).  C  is  a  nonexempt  national 
organization  composed  of  Individuals  inter¬ 
ested  in  the  preservation  of  natural  resources. 
C's  sole  objective  is  the  promotion  of  activi¬ 
ties  and  projects  which  in  its  view,  will  pre¬ 
serve  natural  resources.  C  accomplishes  its 
objective  by  advertising,  by  presenting  its 
view  to  State  and  Federal  elected  officials,  and 
by  actively  supporting  candidates  for  public 
office  who  agree  with  its  views.  Although  C 
and  its  members  generally  have  the  same 
opinions  on  conservation  Issues,  C  does  not 
promote  the  specific  interests  of  any  of  its 
members.  C  obtains  the  funds  necessary  to 
accomplish  its  objective  by  assessing  each  of 
its  members  annual  dues  of  ten  dollars.  C  is 
not  furnishing  its  members  services  since 
the  same  services  would  be  available  to 
them  even  if  they  were  not  dues-paylng 
members.  Therefore,  C  is  not  a  membership 
organization  for  purposes  of  section  277 
and  this  section. 
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Example  (2).  M  Corporation  was  estab¬ 
lished  by  B  to  own  and  operate  a  golf  club 
for  individuals  living  in  homes  built  by  B. 
B  established  M  to  facilitate  the  sale  of 
houses  he  built.  B  anticipates  he  will  earn 
a  profit  on  his  Investment  in  M.  M's  facili¬ 
ties  are  open  only  to  individuals  who  buy 
his  homes  (its  "members”)  and  their  de¬ 
pendents  and  guests.  Although  M's  “mem¬ 
bers”  have  a  voice  in  the  operational  policies 
of  the  golf  club,  all  decisions  are  subject  to 
the  approval  of  B,  who  is  the  sole  share¬ 
holder  of  M.  Under  these  circumstances,  M 
is  not  providing  its  members  with  services, 
facilities,  or  goods  on  a  mutual,  cooperative, 
or  similar  basis  and  is  not,  therefore,  a  mem¬ 
bership  organization  for  purposes  of  section 
277  and  this  section. 

(d)  Income  and  deductions  of  a  mem¬ 
bership  organization — (1)  In  general — 

(i)  Net  membership  income.  If  for  any 
taxable  year  membership  income  (de¬ 
termined  under  subparagraph  (2)  of  this 
paragraph)  exceeds  membership  deduc¬ 
tions  (determined  under  subparagraph 
(6)  of  this  paragraph),  the  taxable  in¬ 
come  of  a  membership  organization  for 
such  taxable  year  is  the  excess  of  the 
organization’s  total  gross  income  over  its 
total  deductions  (determined  under  sub- 
paragraph  (5)  of  this  paragraph). 

(ii)  Net  membership  loss.  If  for  any 
taxable  year  a  membership  organization 
has  sustained  a  net  membership  loss 
(membership  deductions  exceed  mem¬ 
bership  income),  the  taxable  income  of 
the  organization  for  such  taxable  year 
is  the  excess  of  its  nonmembership  in¬ 
come  (determined  under  subparagraph 
(4)  of  this  paragraph)  over  its  non¬ 
membership  deductions  (determined  un¬ 
der  subparagraph  (7)  of  this  paragraph) . 
A  net  membership  loss  is  not  deductible 
in  the  taxable  year  in  which  it  is  in¬ 
curred,  but  may  be  carried  over  to  suc¬ 
ceeding  taxable  years  in  the  manner 
provided  by  paragraph  (e)  of  this  section. 

(2)  Membership  income.  Membership 
income  is  the  gross  income  received  by 
a  membership  organization  from  its 
members  in  consideration  for  member¬ 
ship  activities,  including  the  interest  in¬ 
come  derived  from  members  who  pay 
their  initial  membership  fee  in  install¬ 
ments.  In  addition,  membership  income 
also  includes  the  gross  income  derived 
by  a  membership  organization  from  in¬ 
stitutes  and  trade  shows  conducted  pri¬ 
marily  for  the  education  of  members. 
The  determination  of  whether  an  in¬ 
stitute  or  trade  show  is  conducted  pri¬ 
marily  for  the  education  of  members 
depends  upon  all  the  surrounding  facts 
and  circumstances,  including  such  fac¬ 
tors  as  the  format  of  the  exhibits,  the 
manner  in  which  the  exhibitors  are  se¬ 
lected,  the  prices  charged  for  space,  and 
use  of  the  exhibits  as  sales  facilities. 

(3)  Certain  rental  income.  For  pur¬ 
poses  of  subparagraph  (2)  of  this  para¬ 
graph,  the  term  "membership  income” 
includes  that  part  of  the  rental  income 
received  from  a  person  in  exchange  for 
permitting  him  to  operate  a  member¬ 
ship  organization  facility  as  determined 
in  accordance  with  this  subparagraph. 
That  part  of  such  rental  income  so  in¬ 
cluded  in  “membership  income”  is  equal 
to  the  product  of  the  total  rental  in¬ 
come,  multiplied  by  a  fraction,  the 


numerator  of  which  is  the  gross  income 
received  from  members  by  such  operator 
with  respect  to  such  facility,  and  the 
denominator  of  which  is  the  total  gross 
income  received  by  such  operator  with 
respect  thereto.  This  subparagraph  shall 
apply  only  if  the  operator  of  such  facility 
maintains  adequate  records  to  determine 
what  portion  of  the  total  gross  income 
he  receives  is  gross  income  from  mem¬ 
bers  attributable  to  furnishing  services, 
facilities,  insurance,  goods,  or  other  items 
of  value  to  members.  For  example,  if  the 
operation  of  the  dining  facilities  of  a 
membersliip  organization  is  leased  to  a 
concessionaire,  and  95  percent  of  the 
total  gross  income  for  the  use  of  the  fa¬ 
cilities  is  from  members,  then  95  percent 
of  the  amount  pai  by  the  concession¬ 
aire  to  the  organization  shall  be  treated 
as  membership  income.  Similarly,  if  a 
membership  organization  leases  its  golf 
shop  to  a  golf  professional,  and  97  per¬ 
cent  of  the  total  gross  income  for  the 
use  of  such  facility  is  from  members, 
then  97  percent  of  the  amount  paid  to 
the  membership  organization  by  the  golf 
professional  shall  be  treated  as  mem¬ 
bership  income. 

(4)  Nonmembership  income.  Non¬ 
membership  income  is  gross  income  ex¬ 
clusive  of  membership  income.  Thus, 
amounts  of  gross  income  paid  to  a  mem¬ 
bership  organization  by  another  member¬ 
ship  organization  or  an  exempt  social 
club  described  in  section  501(c)(7)  for 
services,  facilities,  insurance,  goods,  or 
other  items  of  value  provided  by  such 
membership  organization  under  a  recip¬ 
rocal  arrangement  with  such  other  or¬ 
ganization  shall  be  treated  as  nonmem¬ 
bership  income,  even  though  both  orga¬ 
nizations  are  of  like  nature. 

(5)  Total  deductions.  For  purposes  of 
this  section,  the  total  deductions  a  mem¬ 
bership  organization  may  take  into  ac¬ 
count  are  the  sum  of  its  membership  de¬ 
ductions  and  its  nonmembership  de¬ 
ductions. 

(6)  Membership  deductions.  Member¬ 
ship  deductions  are  the  expenses,  depre¬ 
ciation,  and  similar  items  of  deduction 
attributable  to  membership  activities. 
Such  items  of  deduction  may,  however, 
be  taken  into  account  only  to  the  extent 
that  such  items  are  otherwise  allowable 
as  deductions  under  chapter  1  of  the 
Code  (applied  without  regard  to  whether 
the  activity  given  rise  to  such  items  was 
engaged  in  for  profit) . 

(7)  Nonmembership  deductions.  Non¬ 
membership  deductions  are  the  expenses, 
depreciation,  and  similar  items  allowable 
as  deductions  under  chapter  1  of  the  Code 
other  than  those  items  described  in  sub- 
paragraph  (6)  of  this  paragraph. 

(8)  Allocation  of  deductions.  Items  of 
deduction  attributable  in  part  to  non¬ 
membership  activities  and  in  part  to 
membership  activities  shall  be  allocated 
between  the  two  classes  of  activities  on 
a  reasonable  and  consistently  applied 
basis. 

(e)  Carryover  of  net  membership 
loss — (1)  In  general.  If  for  any  taxable 
year  there  is  a  net  membership  loss,  such 
loss  is  treated  as  an  item  of  deduction 
attributable  to  membership  activities  in 


the  succeeding  taxable  year,  but  only  if 
such  loss  is  reported  on  the  membership 
organization’s  original  or  amended  tax 
return  for  the  year  in  which  it  was  sus¬ 
tained.  Therefore,  section  277  and  this 
section  do  not  impose  a  time  limitation 
on  the  carryover  to  a  succeeding  taxable 
year  of  such  loss. 

(2)  Change  of  status.  If  in  any  taxable 
year  a  membership  organization  ceases 
to  operate  as  such  an  organization  (as 
defined  in  paragraph  (b)(1)  of  this  sec¬ 
tion),  a  net  membership  loss  sustained 
by  such  an  organization  in  a  prior  taxa¬ 
ble  year  may  not  be  carried  over  to  such 
a  taxable  year.  For  example,  assume  that 
a  membership  organization  has  a  net 
membership  loss  in  1972  of  $10,000.  This 
loss  may  not  be  carried  over  to  1973,  if 
on  January  1,  1973,  the  organization 
ceases  to  operate  as  an  organization 
whose  primary  activity  is  furnishing 
services,  facilities,  or  goods  to  its  mem¬ 
bers  on  a  mutual,  cooperative,  or  similar 
basis. 

(3)  Net  operating  loss.  Any  amount 
treated  as  a  net  membership  loss  under 
section  277  and  this  section  shall  not 
qualify  as  a  net  operating  loss  (as  de¬ 
fined  in  section  172  (c) )  and  shall  not  be 
allowed  as  a  net  operating  loss  deduction 
in  any  year. 

(f)  Determination  of  basis.  For  pur¬ 
poses  of  this  section,  an  adjustment 
which  would  otherwise  be  required  to  be 
made  to  the  basis  of  property  used  for 
membership  activities  is  not  affected  by 
the  denial  of  all  or  part  of  a  deduction 
which  might  be  taken  into  account  by  an 
organization  not  subject  to  the  provisions 
of  section  277  and  this  section.  For  ex¬ 
ample,  adjustment  must  be  made  for 
depreciation  even  though  the  organiza¬ 
tion  is  allowed  only  a  portion  of  the 
depreciation  allowance  because  member¬ 
ship  deductions  exceed  membership 
income. 

(g)  Examples.  The  application  of  this 
section  may  be  illustrated  by  the  follow¬ 
ing  examples: 

Example  ( 1 ).  C  Is  a  nonexempt  social  club 
organized  to  enrich  the  social  and  cultural 
life  of  retired  persons.  C’s  activities  include 
the  planning  of  social  events  for  its  members. 
C  also  owns  and  operates  a  rooming  house 
and  a  home  for  retired  persons.  Accommoda¬ 
tions  in  the  rooming  house  are  rented  on  a 
weekly  basis  to  the  general  public  with  the 
expectation  of  making  a  profit  from  such 
rentals.  Accommodations  in  the  home  for 
retired  persons  are  available  onlv  to  C’s 
members.  During  1972  C  has  the  following 
items  of  gross  Income  and  deduction: 


Membership  Income: 

Dues  and  assessments _ (14,  000 

Income  from  home  for 

retired  persons _  15,  000 

-  (29, 000 

Deductions  attributable  to 
membership  activities : 

Taxes  on  home  for  re¬ 
tired  persons _  1, 600 

Depreciation  on  home 

for  retired  persons _  2,  000 

Maid  service,  food,  lin¬ 
ens,  etc.  for  home  for 

retired  persons _  15, 000 

Social  events  for  the 
benefit  of  C’s  mem¬ 
bers  _ - _ _  7,  400 

-  26,000 
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Nonmembership  income: 

Rooming  house  rentals... _ _  $20, 000 

Deductions  attributable  to 
nonmembership  activ¬ 
ities: 

Depreciation  of  rooming 

house _  3,  500 

Taxes  on  rooming  house.  2,  500 

Maid  service,  linens,  etc. 

for  rooming  house...  11,000 

-  17,000 

Since  C's  membership  income  ($29,000)  ex¬ 
ceeds  its  membership  deduction  ($26,000), 
C’s  taxable  Income  for  1972  is  $6,000,  the 
excess  of  its  total  gross  Income  ($49,000)  over 
its  total  deductions  which  may  be  taken  into 
account  ($43,000). 

Example  (2).  E  is  a  nonexempt  member¬ 
ship  organization  engaged  in  the  business  of 
supplying  electricity  to  rural  areas  on  a  co¬ 
operative  basis.  Under  applicable  State  law 
and  its  articles  of  incorporation  if  a  member 
lives  in  a  rural  area  which  becomes  incor¬ 
porated  into  a  township,  such  member  can 
continue  to  receive  electricity  from  E  on  a 
fee  basis  but  must  transfer  back  to  E  his 
certificate  of  membership,  and  is  no  longer 
entitled  to  share  in  the  profits  of  E  on  a 
patronage  basis.  E  engages  in  the  activity  of 
supplying  nonmembers  with  electricity  in 
the  expectation  of  making  a  profit.  E's  costs 
of  supplying  electricity  to  members  and  non- 
members  is  the  same.  For  the  calendar  year 
1972,  E  has  gross  income  of  $100,000  (con¬ 
sisting  of  $60,000  from  members  and  $40,000 
from  nonmembers) .  E's  deductions  attributa¬ 
ble  to  supplying  electricity  for  1972  are  $85,- 
000  (consisting  of  $58,000  attributable  to 
supplying  members  and  $27,000  attributable 
to  supplying  nonmembers).  In  addition,  E 
has  a  $25,000  net  membership  loss  carried 
over  from  1971  which  was  reported  on  E's  tax 
return  for  1971.  E  computes  its  taxable  in¬ 
come  as  follows: 


Membership  income _  $60,  000 

Deductions  attributable  to 
membership  activities: 

For  1972  _ $58,  000 

Carryover  from  1971 _  25, 000 

-  83,000 

Nonmembership  Income _  40,  000 

Deductions  attributable  to 
nonmembership  activ¬ 
ities  _  27, 000 


Since  E’s  membership  deductions  ($83,000) 
exceeds  its  membership  Income  ($60,000), 
E’s  taxable  income  is  the  excess  of  its  non¬ 
membership  income  ($40,000)  over  its  non- 
membership  deductions  which  may  be  taken 
into  account  ($27,000),  or  $13,000.  In  addi¬ 
tion,  E  has  sustained  a  net  membership  loss 
of  $23,000  ($83,000  of  deductions  less  $60,000 
of  income)  which  may  be  carried  over  to  1973, 
If  E  reports  such  loss  on  its  tax  return  for 
1972. 

§  1.277—2  Exceptions. 

Section  1.277-1  shall  not  apply  to  any 
organization — 

(a)  Which  for  the  taxable  year  is  sub¬ 
ject  to  taxation  under  the  subchapter  H 
or  L,  chapter  1  of  the  Code, 

(b)  Which  has  made  an  election  before 
October  9,  1969,  under  section  456(c)  or 
which  is  affiliated  with  such  an  organiza¬ 
tion,  or 

(c)  Which  for  each  day  of  any  taxable 
year  is  a  national  securities  exchange 
subject  to  regulations  under  the  Secu¬ 
rities  Exchange  Act  of  1934  or  a  contract 
market  subject  to  regulations  under  the 
Commodity  Exchange  Act. 


§  1.277—3  Interrelationship  with  co¬ 
operatives  subject  to  the  rules  con¬ 
tained  in  subchapter  T,  chapter  1  of 
the  Code.  [Reserved] 

[FR  Doc.72-6866  Filed  5-5-72,8:45  am] 


[  26  CFR  Parti  1 
INCOME  TAX 

Reserves  for  Losses  on  Loans  of  Banks 

and  Small  Business  Investment 

Companies,  Etc. 

Notice  is  hereby  given  that  the  regula¬ 
tions  set  forth  in  tentative  form  below 
are  proposed  to  be  prescribed  by  the 
Commissioner  of  Internal  Revenue,  with 
the  approval  of  the  Secretary  of  the 
Treasury  or  his  delegate.  Prior  to  the 
final  adoption  of  such  regulations,  con¬ 
sideration  will  be  given  to  any  comments 
or  suggestions  pertaining  thereto  which 
are  submitted  in  writing  (preferably  six 
copies)  to  the  Commissioner  of  Internal 
Revenue,  Attention:  CC:LR:T,  Washing¬ 
ton,  D.C.  20224,  by  June  7,  1972.  Any 
written  comments  or  suggestions  not 
specifically  designated  as  confidential  in 
accordance  with  26  CFR  601.601(b)  may 
be  inspected  by  any  person  upon  written 
request.  Any  person  submitting  written 
comments  or  suggestions  who  desires  an 
opportunity  to  comment  orally  at  a  public 
hearing  on  these  proposed  regulations 
should  submit  his  request,  in  writing,  to 
the  Commissioner  by  June  7,  1972.  In 
such  case,  a  public  hearing  will  be  held, 
and  notice  of  the  time,  place,  and  date 
will  be  published  in  a  subsequent  issue  of 
the  Federal  Register,  unless  the  person 
or  persons  who  have  requested  a  hearing 
withdraw  their  requests  for  a  hearing 
before  notice  of  the  hearing  has  been 
filed  with  the  Office  of  the  Federal 
Register.  The  proposed  regulations  are  to 
be  issued  under  the  authority  contained 
in  sections  585(b)  (4)  and  7805  of  the 
Internal  Revenue  Code  of  1954  (68A  Stat. 
917,  83  Stat.  618;  26  U.S.C.  585(b)(4), 
7805). 

[seal]  Johnnie  M.  Walters, 
Commissioner  of  Internal  Revenue. 

In  order  to  conform  the  Income  Tax 
Regulations  (26  CFR  Part  1)  under  sec¬ 
tions  166  and  172  of  the  Internal  Reve¬ 
nue  Code  of  1954  to  the  amendments 
made  by  section  431  (b)  and  (c)  of  the 
Tax  Reform  Act  of  1969  (Public  Law  91- 
172,  83  Stat.  619)  and  to  provide  regula¬ 
tions  under  sections  585  and  586  of  the 
Code  as  added  by  section  431(a)  of  such 
Act  (83  Stat.  616) ,  the  Income  Tax  Regu¬ 
lations  are  amended  as  follows : 

Paragraph  1.  Section  1.166  is  amended 
by  redesignating  paragraph  (g)  as  para¬ 
graph  (h),  by  adding  new  paragraph 
(g)  immediately  after  paragraph  (f) 
thereof,  by  adding  subparagraph  (4)  to 
paragraph  (h)  immediately  after  sub- 
paragraph  (3)  thereof,  and  by  revising 
the  historical  note.  As  amended,  these 
redesignated,  added,  and  revised  provi¬ 
sions  read  as  follows; 


§  1.166  Statutory  provisions;  bad  debts. 

Sec.  166.  Bad  debts.  •  •  • 

(g)  Reserve  for  certain  guaranteed  debt 
obligations — (1)  Allowance  of  deduction.  In 
the  case  of  a  taxpayer  who  Is  a  dealer  In 
property.  In  lieu  of  any  deduction  under 
subsection  (a),  there  shall  be  allowed  (in 
the  discretion  of  the  Secretary  or  his  dele¬ 
gate)  for  any  taxable  year  ending  after 
October  21,  1965.  a  deduction — 

(A)  For  a  reasonable  addition  to  a  reserve 
for  bad  debts  which  may  arise  out  of  his  11a- 
bUity  as  a  guarantor,  endorser,  or  Indemnitor 
of  debt  obligations  arising  out  of  the  sale  by 
him  of  real  property  or  tangible  personal 
property  (Including  related  services)  in  the 
ordinary  course  of  his  trade  or  business;  and 

(B)  For  the  amount  of  any  reduction  In 
the  suspense  account  required  by  paragraph 
(4)  (B)(1). 

(2)  Deduction  disallowed  in  other  cases. 
Except  as  provided  In  paragraph  (1),  no 
deduction  shall  be  allowed  to  a  taxpayer  for 
any  addition  to  a  reserve  for  bad  debts  which 
may  arise  out  of  his  liability  as  guarantor, 
endorser,  or  Indemnitor  of  debt  obligations. 

(3)  Opening  balance.  The  opening  balance 
of  a  reserve  described  In  paragraph  (1)(A) 
for  the  first  taxable  year  ending  after  Octo¬ 
ber  21,  1965,  for  which  a  taxpayer  maintains 
such  reserve  shaU,  under  regulations  pre¬ 
scribed  by  the  Secretary  or  his  delegate,  be 
determined  as  If  the  taxpayer  had  maintained 
such  reserve  for  the  preceding  taxable  years. 

(4)  Suspense  account — (A)  Requirement. 
Except  as  provided  by  subparagraph  (C) ,  each 
taxpayer  who  maintains  a  reserve  described 
In  paragraph  (1)(A)  shall,  for  purposes  of 
this  subsection  and  section  81,  establish  and 
maintain  a  suspense  account.  The  Initial  bal¬ 
ance  of  such  account  shall  be  equal  to  the 
opening  balance  described  In  paragraph  (3). 

(B)  Adjustments.  At  the  close  of  each  taxa¬ 
ble  year  the  suspense  account  shall  be — 

(1)  Reduced  by  the  excess  of  the  suspense 
account  at  the  beginning  of  the  year  over 
the  reserve  described  In  paragraph  (1)(A) 
(after  making  the  addition  for  such  year  pro¬ 
vided  in  such  paragraph) ,  or 

(11)  Increased  (but  not  to  an  amount 
greater  than  the  initial  balance  of  the  sus¬ 
pense  account)  by  the  excess  of  the  reserve 
described  In  paragraph  (1)(A)  (after  mak¬ 
ing  the  addition  for  such  year  provided  In 
such  paragraph)  over  the  suspense  account 
at  the  beginning  of  such  year. 

(C)  Limitations.  Subparagraphs  (A)  and 
(B)  shall  not  apply  In  the  case  of  the  tax¬ 
payer  who  maintained  for  his  last  taxable 
year  ending  before  October  22,  1965,  a  re¬ 
serve  for  bad  debts  under  subsection  (c) 
which  Included  debt  obligations  described  In 
paragraph  (1)  (A). 

(D)  Section  381  acquisitions.  The  applica¬ 
tion  of  this  paragraph  In  any  acquisition  to 
which  section  381(a)  applies  shall  be  deter¬ 
mined  under  regulations  prescribed  by  the 
Secretary  or  his  delegate. 

(h)  Cross  references.  (1)  for  disallowance 
of  deduction  for  worthlessness  of  debts  owed 
by  political  parties  and  similar  organizations, 
see  section  271. 

(2)  For  special  rule  for  banks  with  respect 
to  worthless  securities,  see  section  582. 

(3)  For  special  rule  for  bad  debt  reserves 
of  certain  mutual  savings  banks,  domestic 
building  and  loan  associations,  and  coopera¬ 
tive  banks,  see  section  593. 

(4)  For  special  rule  for  bad  debts  reserves 
of  banks,  small  business  Investment  com¬ 
panies,  etc.,  see  sections  585  and  586. 

(Sec.  166  as  amended  by  sec.  8,  Technical 
Amendments  Act  of  1958  (72  Stat.  1608);  by 
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sec.  1(a),  Act  of  November  2,  1966  (Public 
Law  89-722,  80  Stat.  1151);  sec.  481(c),  Tax 
Reform  Act  1969  (83  Stat.  619)) 

Par.  2.  Paragraph  (d)  of  §  1.166-4  is 
amended  to  read  as  follows: 

§1.166—4  Reserve  for  bad  debts. 

•  •  •  •  • 

(d)  Special  rules  applicable  to  finan¬ 
cial  institutions. — (1)  Banks:  For  special 
rules  for  the  addition  to  the  bad  debt  re¬ 
serves  of  certain  banks,  see  §  §  1.585-1 
through  1.585-3. 

(2)  For  special  rules  for  the  addition 
to  the  bad  debt  reserves  of  small  busi¬ 
ness  investment  companies  and  business 
development  corporations,  see  §5  1.586-1 
and  1.586-2. 

(3)  For  special  rules  for  the  addition 
to  the  bad  debts  reserves  of  certain  mu¬ 
tual  savings  banks,  domestic  building 
and  loan  associations,  and  cooperative 
banks,  see  §§  1.593-1  through  1.593-11. 

Par.  3.  Section  1.172  is  amended  by  re¬ 
vising  subparagraphs  (A)  (i)  and  (B)  of 
paragraph  (1)  of  subsection  (b),  by  add¬ 
ing  new  subparagraphs  (E),  (F),  and 
(G)  at  the  end  of  such  paragraph,  by 
adding  new  subparagraphs  (E)  and  (F) 
at  the  end  of  paragraph  (3)  of  such  sub¬ 
section,  and  by  revising  the  historical 
note.  As  amended,  these  revised  and 
added  provisions  read  as  follows: 

§  1.172  Statutory  provisions;  net  op¬ 
erating  loss  deduction. 

Sec.  172.  Net  operating  loss  deduction.  •  •  • 

(b)  Net  operating  loss  carrybacks  and 
carryovers — (1)  Years  to  which  loss  may  be 
carried.  (A)  (1)  Except  as  provided  In  clause 
(il)  and  In  subparagraphs  (D) ,  (E) ,  (F) ,  and 
(G),  a  net  operating  loss  for  any  taxable 
year  ending  after  December  31.  1957,  shall 
be  a  net  operating  loss  carryback  to  each  of 
the  3  taxable  years  preceding  the  taxable  year 
of  such  loss. 

•  •  •  •  • 

(B)  Except  as  provided  in  subparagraphs 
(C),  (D),  and  (E).  a  net  operating  loss  for 
any  taxable  year  ending  after  December  31, 
1955,  shall  be  a  net  operating  loss  carryover 
to  each  of  the  6  taxable  years  following  the 
taxable  year  of  such  loss. 

•  •  •  •  • 

(E)  In  the  case  of  a  taxpayer  which  is  a 
domestic  corporation  qualifying  under  para¬ 
graph  (3)(E),  a  net  operating  loss  for  any 
taxable  year  ending  after  December  31,  1966, 
and  prior  to  January  1,  1969,  shall  be  a  net 
operating  loss  carryback  to  each  of  the  6 
taxable  years  preceding  the  taxable  year  of 
such  loss  and  shaU  be  a  net  operating  loss 
carryover  to  each  of  the  3  taxable  years  fol¬ 
lowing  the  taxable  year  of  such  loss. 

(F)  In  the  case  of  a  financial  institution 
to  which  section  585,  586,  or  593  applies,  a 
net  operating  loss  for  any  taxable  year  be¬ 
ginning  after  December  31,  1975,  shall  be  a 
net  operating  loss  carryback  to  each  of  the 
10  taxable  years  preceding  the  taxable  year 
of  such  loss  and  shall  be  a  net  operating  loss 
carryover  to  each  of  the  5  taxable  years  fol¬ 
lowing  the  taxable  year  of  such  loss. 

(G)  In  the  case  of  a  Bank  for  Cooperatives 
(organized  and  chartered  pursuant  to  sec¬ 
tion  2  of  the  Farm  Credit  Act  of  1933  (12 
U.S.C.  1134)),  a  net  operating  loss  for  any 
taxable  year  beginning  after  December  31, 
1969,  shall  be  a  net  operating  loss  carryback 
to  each  of  the  10  taxable  years  preceding  the 
taxable  year  of  such  loss  and  shall  be  a  net 
operating  loss  carryover  to  each  of  the  5 


taxable  years  following  the  taxable  year  of 
such  loss. 

•  •  •  •  • 

(3)  Special  rules.  •  •  • 

(E)  Paragraph  (1)  (E)  shall  apply  only 
If— 

(i)  The  amount  of  the  taxpayer’s  net 
operating  loss  for  the  taxable  year  exceeds 
the  sum  of  the  taxable  Income  (computed 
as  provided  in  paragraph  (2) )  for  each  of 
the  3  preceding  taxable  years  of  the 
taxpayer, 

(11)  The  amount  of  the  taxpayer’s  net  op¬ 
erating  loss  for  the  taxable  year,  increased 
by  the  amount  of  the  taxpayer's  net  operat¬ 
ing  loss  for  the  preceding  taxable  year  or 
decreased  by  the  amount  of  the  taxpayer’s 
taxable  Income  for  such  preceding  year,  ex¬ 
ceeds  15  percent  of  the  sum  of  the  money 
and  other  property  (in  an  amount  equal  to 
its  adjusted  basis  for  determining  gain)  of 
the  taxpayer,  determined  as  of  the  close  of 
the  taxable  year  of  such  loss  without  regard 
to  any  refund  or  credit  of  any  overpayment 
of  tax  to  which  the  taxpayer  may  be  entitled 
under  paragraph  (1)  (E). 

(lii)  The  aggregate  unadjusted  basis  of 
property  described  in  section  1231(b)(1) 
(without  regard  to  any  holding  period 
therein  provided),  the  basis  for  which  was 
determined  under  section  1012,  which  was 
acquired  by  the  taxpayer  during  the  period 
beginning  with  the  first  day  of  its  fifth  tax¬ 
able  year  preceding  the  taxable  year  of  such 
loss  and  ending  with  the  last  day  of  the 
taxable  year  of  such  loss,  equals  or  exceeds 
the  aggregate  adjusted  basis  of  property  of 
such  description  of  the  taxpayer  on,  and  de¬ 
termined  as  of,  the  first  day  of  the  fifth 
preceding  taxable  year,  and 

(iv)  The  taxpayer  derived  50  percent  or 
more  of  its  gross  receipts  (other  than  gross 
receipts  derived  from  the  conduct  of  a  lend¬ 
ing  or  finance  business) ,  for  the  taxable  year 
of  such  loss  and  for  each  of  its  5  preceding 
taxable  years,  from  the  manufacture  and 
production  of  units  within  the  same  single 
class  of  products,  and  three  or  fewer  United 
States  persons  (Including  as  one  person  an 
affiliated  group  as  defined  in  section  1504  (a) ) 
other  than  the  taxpayer  manufactured  and 
produced  in  the  United  8tates,  in  the  cal¬ 
endar  year  ending  in  or  with  the  taxable  year 
of  such  loss,  85  percent  or  more  of  the  total 
number  of  all  units  within  such  class  of 
products  manufactured  and  produced  in  the 
United  States  in  such  calendar  year. 

(F)  For  purposes  of  subparagraph  (E) 
(lv)  — 

(1)  The  term  "class  of  products”  means 
any  of  the  categories  designated  and  num¬ 
bered  as  a  "class  of  products”  in  the  1963 
Census  of  Manufacturers  compiled  and  pub¬ 
lished  by  the  Secretary  of  Commerce  under 
title  13  of  the  United  States  Code,  and 

(li)  Information  compiled  or  published  by 
the  Secretary  of  Commerce,  as  part  of  or  in 
connection  with  the  Statistical  Abstract  of 
the  United  States  or  the  census  of  manu¬ 
facturers,  regarding  the  number  of  units  of 
a  class  of  products  manufactured  and  pro¬ 
duced  in  the  United  States  during  a  calendar 
year,  or,  If  such  information  should  not  be 
available,  information  so  compiled  or  pub¬ 
lished  regarding  the  number  of  such  units 
shipped  or  sold  by  such  manufacturers  dur¬ 
ing  a  calendar  year,  shall  constitute  prima 
facie  evidence  of  the  total  number  of  all  units 
of  such  class  of  products  manufactured  and 
produced  in  the  United  States  in  such  cal¬ 
endar  year. 

•  •  •  •  • 

(Sec.  172  as  amended  by  secs.  14  and  64(b) 
Technical  Amendments  Act  1958  (72  Stat. 
1611,  1656);  sec.  203,  Small  Business  Tax  Re¬ 
vision  Act  of  1958  (72  Stat.  1678);  Act  of 
Sept.  27,  1962  (Public  Law  87-710,  76  Stat. 
648);  sec.  7(f),  Self-Employed  Individuals 


Tax  Retirement  Act  1962  (76  Stat.  829);  sec. 
317,  Trade  Expansion  Act  1962  (76  Stat.  889) ; 
secs.  210  and  234(b)(5),  Rev.  Act  1964  (  78 
Stat.  47,  115);  sec.  3(a).  Act  of  December  27, 
1967  (Public  Law  90-226,  81  Stat.  732);  sec. 
431(b),  Tax  Reform  Act  1969  (  83  Stat.  619) ) 

Par.  4.  Section  1.172-4  is  amended  by 
revising  subdivision  (ii)  of  subparagraph 
(1)  of  paragraph  (a)  and  by  adding  new 
subdivisions  (viii)  and  (ix)  at  the  end 
of  such  subparagraph.  As  amended,  these 
revised  and  added  provisions  read  as 
follows: 

§  1.172 — 1  Net  operating  loss  carrybacks 
and  net  operating  loss  carryovers. 

(a)  General  provisions — (1)  Years  to 
which  loss  may  be  carried.  *  *  * 

(ii)  Loss  for  taxable  years  ending 
after  December  31.  1957.  Except  as  pro¬ 
vided  in  subdivisions  (iii),  (iv),  (v), 
(viii) ,  and  (ix)  of  this  subparagraph,  and 
section  170(b>  (1)  (E),  a  net  operating 
loss  sustained  in  a  taxable  year  ending 
after  December  31,  1957,  shall  be  carried 
back  to  the  3  preceding  taxable  years 
and  carried  over  to  the  5  succeeding  tax¬ 
able  years. 

*  *  *  *  • 

(viii)  Loss  of  a  financial  institution. 
A  net  operating  loss  sustained  in  a  tax¬ 
able  year  beginning  after  December  31, 
1975,  by  a  taxpaver  to  which  section  585, 
586,  or  593  applies  shall  be  carried  back 
to  the  10  preceding  taxable  years  and 
shall  be  carried  over  to  the  5  succeeding 
taxable  years. 

(ix)  Loss  of  a  Bank  for  Cooperatives. 
A  net  operating  loss  sustained  in  a  tax¬ 
able  year  beginning  after  December  31, 
1969,  by  a  taxpayer  which  is  a  Bank  for 
Cooperatives  (organized  and  chartered 
pursuant  to  section  2  of  the  Farm  Credit 
Act  of  1933  (12  U.S.C.  1134))  shall  be 
carried  back  to  the  10  preceding  taxable 
years  and  shall  be  carried  over  to  the  5 
succeeding  taxable  years. 

•  •  •  *  » 

Par.  5.  The  following  new  sections  are 
added  immediately  after  S  1.584-6: 

§  1.585  Statutory  provisions;  reserves 
for  losses  on  loans  of  banks. 

Sec.  585.  Reserves  for  losses  on  loans  of 
banks — (a)  Institutions  to  which  section 
applies.  This  section  shall  apply  to  the  fol¬ 
lowing  financial  institutions: 

(1)  Any  bank  (as  defined  In  section  581) 
other  than  an  organization  to  which  section 
593  applies,  and 

(2)  Any  corporation  to  which  paragraph 
( 1 )  would  apply  except  for  the  fact  that  it  is 
a  foreign  corporation,  and  in  the  case  of  any 
such  foreign  corporation  this  section  shall 
apply  only  with  respect  to  loans  outstanding 
the  interest  on  which  is  effectively  connected 
with  the  conduct  of  a  banking  business 
within  the  United  States. 

(b)  Addition  to  reserves  for  bad  debts — 
(1)  General  rule.  For  purposes  of  section 
166(c),  the  reasonable  addition  to  the  re¬ 
serve  for  bad  debts  of  any  financial  Institu¬ 
tion  to  which  this  section  applies  shall  be 
an  amount  determined  by  the  taxpayer  which 
shall  not  exceed  the  greater  of — 

(A)  For  taxable  years  beginning  before 
1988  the  addition  to  the  reserve  for  losses  on 
loans  determined  under  the  percentage 
method  as  provided  in  paragraph  (2),  or 

(B)  The  addition  to  the  reserve  for  losses 
on  loans  determined  under  the  experience 
method  as  provided  in  paragraph  (3). 
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(2)  Percentage  method.  The  amount  de¬ 
termined  under  this  paragraph  for  a  taxable 
year  shall  be  the  amount  necessary  to  In¬ 
crease  the  balance  of  the  reserve  for  losses 
on  loans  (at  the  close  of  the  taxable  year)  to 
the  allowable  percentage  of  eligible  loans 
outstanding  at  such  time,  except  that — 

(A)  If  the  reserve  for  losses  on  loans  at  the 
close  of  the  base  year  is  less  than  the  allow¬ 
able  percentage  of  eligible  loans  outstanding 
at  such  time,  the  amount  determined  under 
this  paragraph  with  respect  to  the  difference 
shall  not  exceed  one-fifth  of  such  difference. 

(B)  If  the  reserve  for  losses  on  loans  at  the 
close  of  the  base  year  is  not  less  than  the 
allowable  percentage  of  eligible  loans  out¬ 
standing  at  such  time,  the  amount  deter¬ 
mined  under  this  paragraph  shall  be  the 
amount  necessary  to  Increase  the  balance  of 
the  reserve  at  the  close  of  the  taxable  year  to 
(1)  the  allowable  percentage  of  eligible  loans 
outstanding  at  such  time,  or  (ii)  the  balance 
of  the  reserve  at  the  close  of  the  base  year, 
whichever  is  greater,  but  if  the  amount  of 
eligible  loans  outstanding  at  the  close  of  the 
taxable  year  is  less  than  the  amount  of  such 
loans  outstanding  at  the  close  of  the  base 
year,  the  amount  determined  under  clause 
(ii)  shall  be  the  amount  necessary  to  in¬ 
crease  the  balance  of  the  reserve  at  the  close 
of  the  taxable  year  to  the  amount  which 
bears  the  same  ratio  to  eligible  loans  out¬ 
standing  at  the  close  of  the  taxable  year  as 
the  balance  of  the  reserve  at  the  close  of  the 
base  year  bears  to  the  amount  of  eligible 
loans  outstanding  at  the  close  of  the  base 
year. 

For  purposes  of  this  paragraph,  the  term 
“allowable  percentage"  means  1.8  percent  for 
taxable  years  beginning  before  1976;  1.2  per¬ 
cent  for  taxable  years  beginning  after  1975 
but  before  1982;  and  0.6  percent  for  taxable 
years  beginning  after  1981.  The  amount 
determined  under  this  paragraph  shall  not 
exceed  0.6  percent  of  eligible  loans  outstand¬ 
ing  at  the  close  of  the  taxable  year  or  an 
amount  sufficient  to  Increase  the  reserve  for 
losses  on  loans  to  0.6  percent  of  eligible  loans 
outstanding  at  the  close  of  the  taxable  year, 
whichever  is  greater.  For  purposes  of  this 
paragraph,  the  term  “base  year”  means:  For 
taxable  years  beginning  before  1976,  the  last 
taxable  year  beginning  on  or  before  July  11, 
1969,  for  taxable  years  beginning  after  1975 
but  before  1982,  the  last  taxable  year  begin¬ 
ning  before  1976,  and  for  taxable  years  be¬ 
ginning  after  1981,  the  last  taxable  year  be¬ 
ginning  before  1982;  except  that  for  pur¬ 
poses  of  subparagraph  (A)  such  term  means 
the  last  taxable  year  before  the  most  recent 
adoption  of  the  percentage  method,  if  later. 

(3)  Experience  method.  The  amount  de¬ 
termined  under  this  paragraph  for  a  taxable 
year  shall  be  the  amount  necessary  to  in¬ 
crease  the  balance  of  the  reserve  for  losses 
on  loans  (at  the  close  of  the  taxable  year) 
to  the  greater  of — 

(A)  The  amount  which  bears  the  same 
ratio  to  loans  outstanding  at  the  close  of  the 
taxable  year  as  (1)  the  total  bad  debts  sus¬ 
tained  during  the  taxable  year  and  the  5 
preceding  taxable  years  (or,  with  the  ap¬ 
proval  of  the  Secretary  or  his  delegate,  a 
shorter  period) ,  adjusted  for  recoveries  of  bad 
debts  during  such  period,  bears  to  (ii)  the 
sum  of  the  loans  outstanding  at  the  close  of 
such  6  or  fewer  taxable  years,  or 

(B)  The  lower  of — 

(i)  The  balance  of  the  reserve  at  the  close 
of  the  base  year,  or 

(ii)  If  the  amount  of  loans  outstanding  at 
the  close  of  the  taxable  year  is  less  than 
the  amount  of  loans  outstanding  at  the  close 
of  the  base  year,  the  amount  which  bears  the 
same  ratio  to  loans  outstanding  at  the  close 
of  the  taxable  year  as  the  balance  of  the  re¬ 
serve  at  the  close  of  the  base  year  bears  to 
the  amount  of  loans  outstanding  at  the  close 
of  the  base  year. 
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For  purposes  of  this  paragraph,  the  base 
year  shall  be  the  last  taxable  year  before  the 
most  recent  adoption  of  the  experience 
method,  except  that  for  taxable  years  begin¬ 
ning  after  1987  the  base  year  shall  be  the  last 
taxable  year  beginning  before  1988. 

(4)  Regulations;  definition  of  eligible  loan, 
etc.  The  Secretary  or  his  delegate  shall  de¬ 
fine  the  terms  “loan”  and  “eligible  loan”  and 
prescribe  such  regulations  as  may  be  neces¬ 
sary  to  carry  out  the  purposes  of  this  sec¬ 
tion;  except  that  the  term  “eligible  loan” 
shall  not  Include — 

(A)  A  loan  to  a  bank  (as  defined  in  sec¬ 
tion  581), 

(B)  A  loan  to  a  domestic  branch  of  a 
foreign  corporation  to  which  subsection  (a) 
(2)  applies, 

(C)  A  loan  secured  by  a  deposit  (i)  in  the 
lending  bank,  or  (ii)  in  an  institution  de¬ 
scribed  in  subparagraph  (A)  or  (B)  if  the 
lending  bank  has  control  over  withdrawal  of 
such  deposit, 

(D)  A  loan  to  or  guaranteed  by  the  United 
States,  a  possession  or  Instrumentality 
thereof,  or  a  State  or  a  political  subdivision 
thereof, 

(E)  A  loan  evidenced  by  a  security  as  de¬ 
fined  in  section  165(g)  (2)  (C) , 

(F)  A  loan  of  Federal  funds,  and 

(G)  Commercial  paper.  Including  short¬ 
term  promissory  notes  which  may  be  pur¬ 
chased  on  the  open  market. 

[Sec.  585  as  added  by  sec.  431  (a) ,  Tax  Reform 
Act  1969  (  83  Stat.  616)  ] 

§  1.585—1  Reserve  for  losses  on  loans 
of  banks. 

(a)  General  rule.  As  an  alternative  to 
a  deduction  from  gross  income  under 
section  166(a)  for  specific  debts  which 
become  worthless  in  whole  or  in  part,  a 
financial  institution  to  which  section  585 
and  this  section  apply  shall  be  allowed  a 
deduction  under  section  166(c)  for  a 
reasonable  addition  to  a  reserve  for  bad 
debts  provided  such  financial  institution 
has  adopted  or  adopts  the  reserve 
method  of  treating  bad  debts  in  accord¬ 
ance  with  paragraph  (b)  of  §  1.166-1.  In 
the  case  of  such  a  taxpayer  the  amount 
of  the  reasonable  addition  to  such  re¬ 
serve  for  a  taxable  year  beginning  after 
July  11,  1969,  shall  be  an  amount  de¬ 
termined  by  the  taxpayer  which  does  not 
exceed  the  amount  computed  under 
§  1.585-2.  A  financial  institution  to  which 
section  585  and  this  section  apply  which 
adopts  the  reserve  method  is  not  en¬ 
titled  to  charge  off  any  bad  debts  pur¬ 
suant  to  section  166(a)  with  respect  to  a 
loan  (as  defined  in  §  1.585-2(e)  (2) ) .  Ex¬ 
cept  as  provided  by  §  1.585-3,  the  reserve 
for  bad  debts  of  a  financial  institution  to 
which  section  585  and  this  section  apply 
shall  be  established  and  maintained  in 
the  same  manner  as  is  provided  by  section 
166(c)  and  the  regulations  thereunder 
with  respect  to  reserves  for  bad  debts. 
Except  as  provided  by  this  section,  no 
deduction  is  allowable  for  an  addition 
to  a  reserve  for  bad  debts  of  a  financial 
institution  to  which  section  585  and  this 
section  apply.  For  rules  relating  to  de¬ 
duction  with  respect  to  debts  which  are 
not  loans  (as  defined  in  §  1. 585-2 (e)  (2) ) , 
see  section  166(a)  and  the  regulations 
thereunder.  For  the  definition  of  cer¬ 
tain  terms,  see  paragraph  (e)  of  S  1.585- 
2.  For  rules  relating  to  mergers  and 
consolidations,  see  S  1.585-4. 


(b)  Application  of  section.  Section  585 
and  this  section  apply  only  to  the  fol¬ 
lowing  financial  institutions — 

(1)  Any  bank  (as  defined  in  section 
581  and  the  regulations  thereunder) 
other  than  a  mutual  savings  bank,  do¬ 
mestic  building  and  loan  association,  or 
cooperative  bank,  to  which  section  593 
applies,  and 

(2)  Any  corporation  to  which  sub- 
paragraph  (1)  of  this  paragraph  would 
apply  except  for  the  fact  that  it  is  a 
foreign  corporation,  and  in  the  case  of 
any  such  foreign  corporation,  the  rules 
provided  by  section  585,  this  section, 
§§  1.585-2,  and  1.585-3  apply  only  with 
respect  to  loans  outstanding  the  inter¬ 
est  on  which  is  effectively  connected  with 
the  conduct  of  a  banking  business  within 
the  United  States. 

§  1.585—2  Addition  to  reserve. 

(a)  General  rule.  For  taxable  years 
beginning  before  January  1,  1988,  the 
maximum  reasonable  addition  to  the  re¬ 
serve  for  losses  on  loans  is  the  amount 
determined  under  the  percentage  method 
provided  by  paragraph  (b)  of  this  sec¬ 
tion  or  the  experience  method  provided 
by  paragraph  (c)  of  this  section,  which¬ 
ever  is  greater.  For  purposes  of  this 
section,  a  taxpayer  shall  be  considered 
to  have  adopted  the  percentage  method 
provided  by  paragraph  (b)  of  this  sec¬ 
tion  for  a  taxable  year  if,  for  such  year 
the  deduction  determined  under  section 
166(c)  and  585  is  greater  than  the 
amount  determined  under  the  experience 
method  provided  by  paragraph  (c)  of 
this  section.  For  taxable  years  beginning 
after  December  31,  1987,  the  maximum 
reasonable  addition  to  the  reserve  for 
losses  on  loans  is  the  amount  deter¬ 
mined  under  the  experience  method  pro¬ 
vided  by  paragraph  (c)  of  this  section. 
Neither  the  percentage  method  nor  the 
experience  method  provided  by  para¬ 
graphs  (b)  and  (c),  respectively,  of  this 
section  is  a  method  of  accounting  within 
the  meaning  of  §  1.446-1  (e). 

(b)  Percentage  method — (1)  In  gen¬ 
eral.  Except  as  limited  under  subpara¬ 
graph  (2)  of  this  paragraph,  the  maxi¬ 
mum  reasonable  addition  to  the  reserve 
for  losses  on  loans  under  the  percentage 
method  for  a  taxable  year  if  the  amount 
determined  under  subdivision  (i),  (ii), 
or  (iii)  of  this  subparagraph,  whichever 
is  applicable.  For  purposes  of  this  para¬ 
graph,  the  term  “allowable  percentage” 
means  1.8  percent  for  taxable  years 
beginning  before  1976;  1.2  percent  for 
taxable  years  beginning  after  1975  but 
before  1982;  and  0.6  percent  for  taxable 
years  beginning  after  1981  and  before 
1988.  This  paragraph  does  not  apply  for 
taxable  years  beginning  after  1987. 

(i)  Reserve  less  than  allowable  per¬ 
centage  of  eligible  loans,  (a)  If  the  re¬ 
serve  for  losses  on  loans  as  of  the  close 
of  the  base  year  is  less  than  the  allow¬ 
able  percentage  of  eligible  loans  out¬ 
standing  at  such  time,  the  amount  de¬ 
termined  under  this  subdivision  is  the 
amount  necessary  to  increase  the  bal¬ 
ance  of  the  reserve  for  losses  on  loans 
as  of  the  close  of  the  taxable  year  to 
an  amount  equal  to  the  allowable  per¬ 
centage  of  eligible  loans  outstanding  at 
such  time,  except  that  the  amount  de- 
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termined  with  respect  to  the  difference 
for  any  taxable  year  shall  not  exceed 
one-fifth  of  the  reserve  deficiency. 
Where  a  taxpayer  has  recoveries  of  bad 
debts  for  a  taxable  year  which  exceed 
the  bad  debts  for  that  year,  the  tax¬ 
payer  is  not  required  to  reduce  its  other¬ 
wise  permissible  current  annual  addi¬ 
tions  by  the  amount  of  the  net  recovery 
if  the  limitations  of  this  paragraph  are 
satisfied.  A  reasonable  addition  attribut¬ 
able  to  an  increase  in  eligible  loans 
outstanding  at  the  close  of  a  taxable  year 
may  be  made  only  for  the  portion  of  such 
increase  which  does  not  exceed  the  ex¬ 
cess  of  eligible  loans  outstanding  at  the 
close  of  the  taxable  year  over  the  sum 
of  the  amount  of  such  loans  outstand¬ 
ing  at  the  close  of  the  base  year  and  the 
amount  of  previous  increases  in  such 
loans  for  which  an  addition  was  made  in 
taxable  years  ending  after  the  close  of 
the  base  year.  For  purposes  of  this  sub¬ 
division,  the  order  in  which  the  factors 
which  make  up  the  annual  reserve  addi¬ 
tion  shall  be  claimed  is: 

(J)  Net  bad  debts  charged  to  the 
reserve: 

(2)  An  amount  equal  to  one-fifth  of 
the  reserve  deficiency;  and 

(3)  An  amount  attributable  to  an  in¬ 
crease  in  the  amount  of  eligible  loans 
outstanding. 

For  purposes  of  this  section,  the  term 
“reserve  deficiency”  means  the  excess  of 
the  allowable  percentage  for  the  base 
year  multiplied  by  the  eligible  loans  out¬ 
standing  at  the  close  of  the  base  year 
over  the  reserve  for  losses  on  loans  as  of 
the  close  of  the  base  year. 

(b)  For  its  first  taxable  year,  a  newly 
organized  financial  institution  to  which 
§  1.585  and  this  section  apply  shall  be 
considered  to  have  no  reserve  deficiency. 
For  example,  a  new  financial  institution 
would  compute  its  annual  reserve  addi¬ 
tion  by  including  in  such  addition  an 
amount  not  in  excess  of  the  sum  of  (1) 
the  amount  of  its  net  bad  debts  charged 
to  the  reserve  for  the  taxable  year  and 
(2)  the  allowable  percentage  of  the  in¬ 
crease  in  its  eligible  loans  outstanding 
at  the  close  of  the  taxable  year  over  the 
amount  of  its  loans  outstanding  (zero) 
at  the  end  of  the  year  preceding  its  first 
taxable  year.  Such  amount  would  be  sub¬ 
ject  to  the  0.6  percent  limitations  pro¬ 
vided  in  subparagraph  (2)  of  this 
paragraph. 

(c)  The  application  of  the  rules  pro¬ 
vided  by  this  subdivision  may  be  illus¬ 
trated  by  the  following  example: 

Example.  The  X  Bank  Is  a  commercial  bank 
which  has  a  calendar  year  as  Its  taxable  year. 
X  adopted  the  reserve  method  of  accounting 
for  bad  debts  In  1950.  On  December  31,  1969, 
X  has  $1,000,000  of  outstanding  eligible  loans 
and  a  balance  of  $13,000  In  its  reserve  for 
losses  on  loans.  The  base  year  Is  1969  and, 
consequently,  the  reserve  deficiency  Is  $5,000 
((1.8%  X81.000.000)  -813,000). 

(1)  During  1970,  X  has  net  bad  debts  of 
$1,000  charged  to  the  reserve  for  losses  on 
loans.  On  December  31,  1970,  X  has  $1,050,000 
of  outstanding  eligible  loans.  The  maximum 
reasonable  addition  under  the  percentage 
method  Is  $2,900  which  consists  of  the  $1,000 
In  net  bad  debts  charged  to  the  reserve  for 
losses  on  loans,  $1,000  of  reserve  deficiency 
(1/5  x  85,000),  and  $900  attributable  to  the 


Increase  In  the  balance  of  eligible  loans 
(1.8%  X  ($1,060, 000-  81.000, 000)).  Assuming 
that  X  claims  a  deduction  for  bad  debts  of 
$2,900  for  the  year,  the  balance  of  the  re¬ 
serve  for  losses  on  loans  as  of  December  31, 
1970,  is  $14,900  ($18, 000-$l, 000+82,900). 

(II)  During  1971,  X  has  net  bad  debts  of 
$1,000  charged  to  the  reserve  for  losses  on 
loans.  On  December  31,  1971,  X  has  $800,000 
of  outstanding  eligible  loans.  The  allowable 
percentage  of  eligible  loans  Is  $14,400  (1.8% 
X  $800,000).  The  maximum  reasonable  addi¬ 
tion  under  the  percentage  method  Is  $500 
which  consists  of  a  portion  of  the  net  bad 
debts  charged  to  the  reserve  for  losses  on 
loans  In  1971.  Assuming  that  X  claims  a  de¬ 
duction  for  bad  debts  of  $500  for  the  year, 
the  balance  of  the  reserve  for  losses  on  loans 
as  of  December  31,  1971,  Is  $14,400  ($14,900  — 
$1,000+$500). 

(III)  During  1972,  X  has  net  bad  debts  of 
$600  charged  to  the  reserve  for  losses  on 
loans.  On  December  31,  1972,  X  has  $85,000 
of  outstanding  eligible  loans.  The  allow¬ 
able  percentage  of  eligible  loans  Is  $15,300 
(1.8% x $850,000).  The  maximum  reasonable 
addition  under  the  percentage  method  Is 
$1,500  which  consists  of  $500  of  net  bad 
debts  charged  to  the  reserve  for  losses  on 
loans  in  1971,  $600  of  net  bad  debts  charged 
to  the  reserve  for  losses  on  loans  In  1972,  and 
$400  of  reserve  deficiency.  Assuming  that  X 
claims  a  deduction  for  bad  debts  of  $1,500 
for  the  year,  the  balance  of  the  reserve  for 
losses  on  loans  as  of  December  31,  1972,  Is 
$15,300  ($14,400 — $600+81,500) . 

(iv)  During  1973,  X  did  not  have  any  net 
bad  debts  charged  to  the  reserve  for  losses 
on  loans.  On  December  31,  1973,  X  has 
$1,000,000  of  outstanding  eligible  loans.  The 
maximum  reasonable  addition  under  the 
percentage  method  Is  $1,000  which  consists 
entirely  of  the  $1,000  reserve  deficiency 
(%  X  $5,000)  for  1973.  The  unused  portion 
of  the  reserve  deficiency  from  1972  may  not 
be  used  In  1973  because  not  more  than  one- 
fifth  of  the  reserve  deficiency  Is  permitted  as 
an  addition  In  any  taxable  year.  Although 
outstanding  eligible  loans  Increased  from 
$850,000  In  1972  to  $1,000,000  In  1973,  no 
addition  Is  permitted  with  respect  to  the 
Increase  because  the  amount  of  eligible 
loans  outstanding  at  the  close  of  1973 
($1,000,000)  does  not  exceed  the  sum  of  the 
amount  of  such  loans  at  the  close  of  the 
base  year  and  the  amount  of  previous  In¬ 
creases  In  such  loans  for  which  an  addition 
was  made  In  taxable  years  ending  after  the 
close  of  the  base  year  ($50,000  loan  Increase 
in  1970). 

(ii)  Reserve  greater  than  allowable 
percentage  of  eligible  loans  and  eligible 
loans  have  not  declined.  If  the  reserve 
for  losses  on  loans  as  of  the  close  of  the 
base  year  is  equal  to  or  greater  than 
the  allowable  percentage  of  the  eligible 
loans  outstanding  at  such  time  and  if 
the  amount  of  eligible  loans  outstanding 
at  the  close  of  the  taxable  year  is  equal 
to  or  greater  than  the  amount  of  eligible 
loans  outstanding  at  the  close  of  the  base 
year,  the  amount  determined  under  this 
subdivision  is  the  amount  necessary  to 
increase  the  reserve  to  the  greater  of 
(a)  the  allowable  percentage  of  eligible 
loans  outstanding  at  the  close  of  the  tax¬ 
able  year,  or  (b)  the  balance  of  the  re¬ 
serve  as  of  the  close  of  the  base  year. 
The  application  of  the  rule  provided  by 
this  subdivision  may  be  illustrated  by 
the  following  example: 

Example.  The  M  Bank  Is  a  commercial 
bank  which  has  a  calendar  year  as  its  tax¬ 
able  year.  M  adopted  the  reserve  method  of 
accounting  for  bad  debts  in  1950.  On  De¬ 


cember  81,  1969,  M  has  $1,000,000  of  out¬ 
standing  eligible  loans  and  a  balance  of 
$20,000  in  its  reserve  for  losses  on  loans. 

(i)  During  1970,  M  has  net  bad  debts  of 
$1,000  charged  to  the  reserve  for  losses  on 
loans.  On  December  31,  1970,  M  has  $1,100,000 
of  outstanding  eligible  loans.  The  allow¬ 
able  percentage  of  eligible  loans  is  $19,800 
(1.8%  X  $1,100,000).  The  maximum  reason¬ 
able  addition  under  the  percentage  method 
is  $1,000  which  is  the  amount  sufficient  to 
Increase  the  balance  of  the  reserve  as  of  the 
close  of  the  taxable  year  to  the  balance  of 
the  reserve  as  of  the  close  of  the  1969  base 
year  ($20,000).  Assuming  that  M  claims  a 
deduction  for  bad  debts  of  $1,000  for  the 
year,  the  balance  of  the  reserve  for  losses  on 
loans  as  of  December  31,  1970,  is  $20,000 
($20.000  -  81, 000+81, 000) . 

(11)  During  1971,  M  has  net  bad  debts  of 
$1,000  charged  to  the  reserve  for  losses  on 
loans.  On  December  31,  1970,  M  has  $1,300,000 
of  outstanding  eligible  loans.  The  allowable 
percentage  of  eligible  loans  is  $23,400  (1.8% 
X  $1,300,000).  The  maximum  permissible 
deduction  under  the  percentage  method  is 
$4,400  which  is  the  amount  sufficient  to  in¬ 
crease  the  balance  of  the  reserve  to  the  allow¬ 
able  percentage  of  eligible  loans  outstanding 
at  the  close  of  the  taxable  year.  Assuming 
that  M  claims  a  deduction  for  bad  debts  of 
$4,400  for  the  year  the  balance  of  the  reserve 
for  losses  on  loans  as  of  December  31,  1971, 
is  $23,400  ($20,000  -  81, 000  +  $4,400). 

(ill)  During  1972,  M  has  net  bad  debts 
of  $1,000  charged  to  the  reserve  for  losses  on 
loans.  On  December  31,  1972,  M  has  $1,200,- 
000  of  outstanding  eligible  loans.  The  allow¬ 
able  percentage  of  eligible  loans  is  $21,600 
(1.8%  x  $1,200,000).  No  reasonable  addition 
may  be  made  under  the  percentage  method 
because  the  reserve  for  losses  on  loans  is 
greater  than  the  allowable  percentage  of  eli¬ 
gible  loans  outstanding  at  the  close  of  the 
taxable  year  ($21,600)  and  the  balance  of 
the  reserve  as  of  the  close  of  the  base  year 
($20,000) .  Assuming  that  no  amount  is  added 
under  the  experience  method  provided  by 
paragraph  (c)  of  this  section,  the  balance 
of  the  reserve  for  losses  on  loans  as  of  De¬ 
cember  31,  1972,  is  $22,400  ($23,400  -  81,000). 

(lv)  During  1973,  M  has  net  bad  debts  of 
$1,000  charged  to  the  reserve  for  losses  on 
loans  On  December  31,  1973,  M  has  $1,200,000 
of  outstanding  eligible  loans.  The  allowable 
percentage  of  eligible  loans  is  $21,600  (1.8% 
X  $1,200,000).  The  maximum  permissible 
deduction  under  the  percentage  method  is 
$200  which  is  the  amount  sufficient  to  in¬ 
crease  the  reserve  for  losses  on  loans  to  the 
allowable  percentage  of  eligible  loans  out¬ 
standing  at  the  cloee  of  the  taxable  year. 
Assuming  that  M  claims  a  deduction  for  bad 
debts  of  $200  for  the  year,  the  balance  of  the 
reserve  for  losses  on  loans  as  of  December  31, 
1973,  is  $21,600  ($22,400  —  $1,000  +  $200). 

(ill)  Reserve  greater  than  allowable 
percentage  and  eligible  loans  have  de¬ 
clined.  If  the  reserve  for  losses  on  loans 
as  of  the  close  of  the  base  year  is  equal 
to  or  greater  than  the  allowable  percen¬ 
tage  of  eligible  loans  outstanding  at  such 
time  and  if  the  amount  of  eligible  loans 
outstanding  at  the  close  of  the  taxable 
year  is  less  than  the  amount  of  eligible 
loans  outstanding  at  the  close  of  the  base 
year,  the  amount  determined  under  this 
subdivision  is  the  amount  necessary  to 
increase  the  balance  of  the  reserve  to  the 
amount  which  bears  the  same  ratio  to 
at  the  close  of  the  taxable  year  as  the 
balance  of  the  reserve  as  of  the  close  of 
the  base  year  bears  to  the  amount  of  eli¬ 
gible  loans  outstanding  at  the  close  of 
the  base  year.  The  application  of  the 
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rule  provided  by  this  subdivision  may  be 
illustrated  by  the  following  example: 

Example.  The  N  Bank  is  a  commercial  bank 
which  has  a  calendar  year  as  its  taxable  year. 
N  adopted  the  reserve  method  of  accounting 
for  bad  debts  in  1950.  On  December  31,  1969, 
N  has  $1  million  of  outstanding  eligible  loans 
and  a  balance  of  $20,000  in  its  reserve  for 
losses  on  loans.  During  1970,  N  has  net  bad 
debts  of  $3,000  charged  to  the  reserve  for 
losses  on  loans.  On  December  31,  1970,  N  has 
$900,000  of  outstanding  eligible  loans.  The 
maximum  reasonable  addition  under  the 
percentage  method  is  $1,000,  which  is  the 
amount  necessary  to  increase  the  balance  of 
reesrve  to  the  amount  ($18,000)  which  bears 
the  same  ratio  to  eligible  loans  outstanding 
at  the  close  of  the  taxable  year  ($900,000) 
as  the  balance  of  the  reserve  as  of  the  close 
of  the  base  year  ($20,000)  bears  to  the 
amount  of  the  eligible  loans  outstanding  at 
the  close  of  the  base  year  ($1  million).  As¬ 
suming  that  N  claims  a  deduction  for  bad 
debts  of  $1,000  for  the  year,  the  balance  of 
the  reserve  for  losses  on  loans  as  of  Decem¬ 
ber  31,  1970,  is  $18,000  ($20,000 -$3,000 
+  $1,000). 

(2)  Limitations.  Notwithstanding  any 
other  provision  of  this  paragraph,  the 
maximum  reasonable  addition  to  the  re¬ 
serve  for  losses  on  loans  under  the  per¬ 
centage  method  shall  not  exceed  the 
greater  of — 

(i)  Six-tenths  of  1  percent  of  the  eli¬ 
gible  loans  outstanding  at  the  close  of 
the  taxable  year,  or 

(ii)  An  amount  sufficient  to  increase 
the  reserve  for  losses  on  loans  at  the 
close  of  the  taxable  year  to  six-tenths 
of  1  percent  of  the  eligible  loans  out¬ 
standing  at  the  close  of  the  taxable 
year. 

The  application  of  the  rules  provided  by 
this  subparagraph  may  be  illustrated  by 
the  following  example: 

Example.  The  Y  bank  begins  business  as  a 
commercial  bank  on  July  1,  1974.  It  adopts 
the  calendar  year  as  its  taxable  year  and  the 
reserve  method  of  accounting  for  bad  debts. 

(i)  During  1974,  Y  has  net  bad  debts  of 
$1,000.  On  December  31,  1974,  the  bank  has 
$1  million  In  outstanding  eligible  loans. 
Under  subparagraph  (1)  (1)  (b)  of  this  para¬ 
graph,  because  Y  is  a  new  bank,  there  is  no 
reserve  deficiency.  Except  for  the  limitations 
of  this  subparagraph,  the  maximum  amount 
which  could  be  added  to  the  reserve  for 
losses  on  loans  would  be  the  amount  of  the 
net  bad  debts  charged  to  the  reserve  for 
losses  on  loans  ($1,000)  plus  the  allowable 
percentage  of  its  eligible  loans  outstanding 
at  the  close  of  the  taxable  year,  $18,000. 
($18,000=1.8%  X$l, 000,000).  However,  be¬ 
cause  of  the  limitations  of  this  subpara¬ 
graph,  the  maximum  amount  which  may  be 
added  to  the  reserve  for  losses  on  loans  is 
$7,000,  the  amount  sufficient  to  increase  the 
reserve  for  losses  on  loans  to  0.6  percent  of 
the  eligible  loans  outstanding  at  the  close 
of  the  taxable  year.  Assuming  that  Y  claims 
a  deduction  for  bad  debts  of  $7,000  for  the 
year,  the  balance  of  the  reserve  for  losses 
on  loans  as  of  December  31,  1974,  is  $6,000 
($7,000— $1,000).  The  $7,000  would  consist 
of  the  $1,000  in  net  bad  debts  and  $6,000 
attributable  to  the  Increase  In  the  balance 
of  eligible  loans. 

(11)  During  1975,  Y  has  net  bad  debts 
charged  to  the  reserve  for  losses  on  loans  of 
$1,000.  On  December  31,  1975,  Y  has  $1  mil¬ 
lion  in  outstanding  eligible  loans.  There  is 
no  reserve  deficiency.  Consequently,  the 
maximum  amount  which  may  be  added  to 
the  reserve  for  losses  on  loans  is  $6,000  which 


Is  an  amount  equal  to  0.6  percent  of  the  eli¬ 
gible  loans  outstanding  at  the  close  of  the 
taxable  year.  This  amount  consists  of  net 
bad  debts  of  $1,000  and  the  portion  of  the 
Increase  In  eligible  loans  in  1974  of  $5,000 
with  respect  to  which  no  deduction  was  al¬ 
lowable  for  1974.  Assuming  that  Y  claims  a 
deduction  for  bad  debts  of  $6,000  for  the 
year,  the  balance  of  the  reserve  for  losses  on 
loans  as  of  December  31,  1975,  is  $11,000 
|  $6,000  -  $1 ,000+$6,000 1 . 

(lit)  During  1976,  Y  has  net  bad  debts 
charged  to  the  reserve  for  losses  on  loans  of 
$1,000.  On  December  31,  1976,  Y  has  $1  mil¬ 
lion  in  outstanding  eligible  loans.  At  the 
close  of  1975  (Y’s  base  year  for  1976) ,  the 
amount  of  eligible  loans  outstanding  was 
also  $1  million.  Consequently,  there  Is  a  re¬ 
serve  deficiency  of  $1,000  [(1.2%  x$l, 000,000) 
—  $11, 000 1 .  The  maximum  amount  which 
may  be  added  to  the  reserve  for  losses  on 
loans  under  paragraph  (b)(1)  (1)  of  this 
section  is  $1,200.  Because  that  amount  is 
less  than  0.6  percent  of  the  eligible  loans 
outstanding  at  the  close  of  the  taxable  year 
($6,000  =  0.6  x  $1,000,000) ,  the  maximum 
amount  which  may  be  added  to  the  reserve 
for  losses  on  loans  for  1976  is  limited  to 
$1,200.  This  amount  consists  of  the  net  bad 
debts  charged  to  the  reserve  for  losses  on 
loans  for  the  year  ($1,000)  and  one-fifth  of 
the  reserve  deficiency  ($200=  y5X$l,000) . 

(c)  Experience  method — (1)  In  gen¬ 
eral.  The  amount  determined  under  this 
paragraph  for  a  taxable  year  is  the 
amount  necessary  to  increase  the  bal¬ 
ance  of  the  reserve  for  losses  on  loans 
(as  of  the  close  of  the  taxable  year)  to 
the  greater  of — 

(i)  The  amount  which  bears  the  same 
ratio  to  loans  outstanding  at  the  close 
of  the  taxable  year  as  (a)  the  total  bad 
debts  sustained  during  the  taxable  year 
and  the  5  preceding  taxable  years  (or, 
with  the  approval  of  the  Commissioner, 
a  shorter  period) ,  adjusted  for  recover¬ 
ies  of  bad  debts  during  such  period,  bears 
to  (b)  the  sum  of  the  loans  outstanding 
at  the  close  of  such  6  (or  fewer)  taxable 
years,  or 

(ii)  The  lower  of — 

(a)  The  balance  of  the  reserve  as  of 
the  close  of  the  base  year,  or 

(b)  If  the  amount  of  loans  outstand¬ 
ing  at  the  close  of  the  taxable  year  is 
less  than  the  amount  of  loans  outstand¬ 
ing  at  the  close  of  the  base  year,  the 
amount  which  bears  the  same  ratio  to 
loans  outstanding  at  the  close  of  the  tax¬ 
able  year  as  the  balance  of  the  reserve 
as  of  the  close  of  the  base  year  bears 
to  the  amount  of  loans  outstanding  at 
the  close  of  the  base  year. 

For  purposes  of  applying  the  experience 
method,  a  period  shorter  than  6  years 
generally  would  be  appropriate  only 
where  there  is  a  change  in  the  type  of 
a  substantial  portion  of  the  loans  out¬ 
standing  such  that  the  risk  of  loss  is  sub¬ 
stantially  increased.  For  example,  if  the 
major  portion  of  a  bank’s  portfolio  of 
loans  changes  from  agricultural  loans  to 
industrial  loans  which  results  in  a  sub¬ 
stantial  increase  in  the  risk  of  loss,  a 
period  shorter  than  6  years  may  be  ap¬ 
propriate.  A  period  shorter  than  6  years, 
however,  would  not  be  appropriate,  for 
example,  in  the  case  of  a  decline  in  the 
general  economic  conditions  in  the  area, 
even  though  the  risk  of  loss  is  substanti¬ 
ally  increased.  If  approval  is  granted  to 


use  a  shorter  period,  the  experience  for 
those  taxable  years  which  are  excluded 
shall  not  be  used  for  any  subsequent 
year.  A  request  for  approval  to  exclude 
the  experience  of  a  prior  taxable  year 
shall  be  not  be  considered  unless  it  is 
sent  to  the  Commissioner  at  least  30  days 
before  the  close  of  the  current  taxable 
year.  The  request  shall  include  a  state¬ 
ment  of  the  reasons  such  experience 
should  be  excluded. 

(2)  New  financial  institutions.  In  the 
case  of  any  taxable  year  preceded  by  less 
than  5  authorization  years: 

(i)  The  total  bad  debts  for  the  6-year 
period  computed  under  subparagraph 
(1)  (i)  (a)  of  this  paragraph  shall  be  the 
sum  of: 

(a)  The  bad  debts  sustained  by  the 
taxpayer  during  its  authorization  years, 
adjusted  for  recoveries  of  bad  debts  for 
such  years,  and 

(b)  That  fraction  of  the  total  bad 
debts  sustained  by  a  comparable  bank  or 
banks  during  the  comparison  years,  ad¬ 
justed  for  recoveries  of  bad  debts  for 
such  years,  which  bears  the  same  ratio 
to  such  total  as  the  average  loans  out¬ 
standing  of  the  taxpayer  during  the  au¬ 
thorization  years  bears  to  the  average 
loans  outstanding  of  the  comparable 
bank  or  banks  dining  the  comparison 
years. 

(ii)  The  total  amount  of  loans  out¬ 
standing  during  the  6-year  period  com¬ 
puted  under  subparagraph  (1)  (i)  (b)  of 
this  paragraph  shall  be  six  times  the 
average  loans  outstanding  of  the  tax¬ 
payer  during  the  authorization  years. 

(d)  Change  in  accounting  method 
from  specific  charge-off  method  to  re¬ 
serve  method  of  treating  bad  debts.  If  a 
bank  is  granted  permission  in  accord¬ 
ance  with  §  1.446-l(e)  (3)  to  change  its 
method  of  accounting  for  bad  debts  from 
a  method  under  which  specific  bad  debt 
items  are  deducted  to  the  reserve  method 
of  treating  bad  debts,  the  taxpayer  shall 
effect  the  change  as  follows: 

(1)  The  initial  balance  reserve  at  the 
end  of  the  year  of  change,  in  the  case  of 
taxable  years  beginning  before  1988, 
shall  be  the  greater  of — 

(1)  The  allowable  percentage  of  eligi¬ 
ble  loans  outstanding  at  the  close  of  the 
taxable  year  of  change,  or 

(ii)  The  amount  which  bears  the  same 
ratio  to  loans  outstanding  at  the  close 
of  the  taxable  year  as  the  total  bad  debts 
sustained  during  the  taxable  year  and 
the  5  preceding  taxable  years  (or,  with 
the  approval  of  the  Secretary  or  his  dele¬ 
gate,  a  shorter  period) ,  adjusted  for  re¬ 
coveries  of  bad  debts  duiing  such  period, 
bears  to  the  sum  of  the  loans  outstand¬ 
ing  at  the  close  of  such  six  or  fewer 
taxable  years. 

In  the  case  of  taxable  years  beginning 
after  1987,  the  initial  balance  of  the  re¬ 
serve  at  the  end  of  the  year  of  change 
shall  be  the  amount  specified  in  subdi¬ 
vision  (ii)  of  this  subparagraph. 

(2)  The  deduction  with  respect  to  the 
initial  balance  reserve  for  the  taxable 
year  of  change,  determined  under  sub- 
paragraph  (1)  of  this  paragraph,  is  al¬ 
lowable  ratably  over  a  period  of  10  years 
commencing  with  the  taxable  year  of 
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change.  Thus,  the  bad  debt  deduction 
under  section  166  for  the  taxable  year  of 
change  will  consist  of  the  amount  of 
debts  determined  to  be  wholly  or  par¬ 
tially  worthless  and  charged-off  during 
such  taxable  year  plus  one-tenth  of  the 
amount  of  the  reserve  determined  under 
subparagraph  (1)  of  this  paragraph.  For 
each  of  the  9  taxable  years  following 
the  taxable  year  of  change,  the  bad  debt 
deduction  will  consist  of  the  reasonable 
addition  to  the  reserve  for  bad  debts  for 
each  such  year  as  provided  by  section 
585,  as  otherwise  determined,  plus  one- 
tenth  of  the  amount  determined  to  be 
the  initial  balance  of  the  reserve  under 
subparagraph  (1)  of  this  paragraph.  The 
amount  established  as  a  bad  debt  reserve 
for  the  taxable  year  of  change  under 
subparagraph  (1)  of  this  paragraph  shall 
be  considered  as  the  balance  of  the  re¬ 
serve  for  purposes  of  determining  the 
amount  of  subsequent  additions  to  such 
reserve,  even  though  the  entire  amount 
of  the  reserve  may  not  have  been  de¬ 
ducted  under  section  166(c)  because  of 
the  requirement  that  it  be  deducted  over 
a  period  of  10  years. 

(e)  Definitions — (1)  Base  year,  (i) 
For  purposes  of  paragraph  (b)  of  this 
section  (relating  to  the  percentage 
method),  the  term  “base  year”  means: 
For  taxable  years  beginning  before  1976, 
the  last  taxable  year  beginning  on  or  be¬ 
fore  July  11,  1969;  for  taxable  years  be¬ 
ginning  after  1975  but  before  1982,  the 
last  taxable  year  beginning  before  1976; 
and,  for  taxable  years  beginning  after 
1981,  the  last  taxable  year  beginning 
before  1982;  except  that,  for  a  finan¬ 
cial  institution  with  a  reserve  de¬ 
ficiency,  such  term  means  the  last  tax¬ 
able  year  ending  before  the  most  recent 
adoption  of  the  percentage  method,  if 
later  than  the  base  year  as  defined  above. 

(ii)  For  purposes  of  paragraph  (c)  of 
this  section  (relating  to  the  experience 
method),  the  term  “base  year”  means 

(a)  the  last  taxable  year  before  the  most 
recent  adoption  of  the  experience 
method  or  (b)  the  last  taxable  year  be¬ 
ginning  on  or  before  July  11,  1969;  and, 
for  taxable  years  beginning  after  1987, 
the  last  taxable  year  beginning  before 
1988. 

(2)  Loan.  For  purposes  of  this  sec¬ 
tion  and  §§  1.585-1  and  1.585-3,  the  term 
“loan”  means  debt  as  the  term  “debt” 
is  used  in  section  166  and  the  regulations 
thereunder. 

(i)  For  purposes  of  this  section,  the 
term  “loan”  includes  (but  is  not  limited 
to)  the  following  items: 

(a)  In  the  case  of  a  bank  (as  defined 
in  section  581  and  the  regulations  there¬ 
under),  a  debt  evidenced  by  a  security 
(as  defined  in  section  165(g)  (2)  (C)  and 
the  regulations  thereunder) ; 

(b)  An  overdraft  in  one  or  more  de¬ 
posit  accounts  of  a  customer  whether  or 
not  other  deposit  accounts  of  the  same 
customer  have  balances  in  excess  of  the 
overdraft; 

(c)  A  bankers  acceptance  purchased 
or  discounted  by  a  bank. 

For  purposes  of  (c)  of  this  subdivision 
(i),  a  bankers  acceptance  shall  be  con¬ 
sidered  as  a  loan  made  by  the  bank 


which  purchased  or  discounted  the  bank¬ 
ers  acceptance  and  not  a  loan  made  by 
the  originating  bank. 

(ii)  Notwithstanding  any  other  pro¬ 
visions  of  this  subparagraph,  the  term 
“loan”  does  not  include  the  following 
items: 

(a)  Unearned  discount  or  interest  re¬ 
ceivable  reflected  in  the  face  amount  of 
an  outstanding  loan  which  discount  or 
interest  has  not  been  included  in  gross 
income; 

(b)  Any  loan  which  is  not  representa¬ 
tive  of  the  taxpayer’s  ordinary  portfolio 
of  outstanding  customer  loans. 

For  purposes  of  (b)  of  this  sub¬ 
division  (ii),  a  loan  made  in  the  ordi¬ 
nary  course  of  business  of  the  taxpayer 
is  presumed  to  be  representative  of  the 
taxpayer’s  ordinary  portfolio  of  out¬ 
standing  customer  loans;  however,  a  loan 
entered  into  or  acquired  for  the  purpose 
(whether  or  not  it  is  the  primary  pur¬ 
pose)  of  enlarging  the  otherwise  avail¬ 
able  bad  debt  deduction  is  not 
representative  of  the  taxpayer’s  ordinary 
portfolio  of  outstanding  customer  loans. 

(3)  Eligible  loan,  (i)  For  purposes  of 
this  section  and  §  1.585-3,  the  term  "eli¬ 
gible  loan”  means  a  loan  (as  defined  in 
subparagraph  (2)  of  this  paragraph) 
which  is  incurred  in  the  course  of  the 
normal  customer  loan  activities  of 
a  financial  institution.  A  loan  is  not  in¬ 
curred  in  the  course  of  the  normal  cus¬ 
tomer  loan  activities  of  a  financial  insti¬ 
tution  if  it  is  functionally  related  to  the 
trading  or  investment  position  of  the 
financial  institution  or  the  maintenance 
or  adjustment  of  its  liquidity  position. 

(ii)  Loans  which  do  not  constitute  eli¬ 
gible  loans  include; 

(a)  A  loan  to  a  bank  (as  defined  in 
section  581  and  the  regulations  there¬ 
under)  or  to  a  domestic  branch  of  a  for¬ 
eign  corporation  to  which  §  1.585-1  ap¬ 
plies,  including  a  repurchase  transaction 
or  other  similar  transaction; 

(b)  Bank  funds  on  deposit  in  any  bank 
(foreign  or  domestic)  such  as  a  deposit 
represented  by  a  certificate  of  deposit  or 
any  other  form  of  instrument  evidencing 
the  deposit  of  a  sum  of  money  with  the 
issuing  bank  that  will  be  available  on  or 
after  a  stated  date  or  period  of  time; 

(c)  A  sale  or  loan  of  Federal  funds 
irrespective  of  the  purchaser  or  bor¬ 
rower; 

(d)  Commercial  paper,  however  ac¬ 
quired  by  the  bank,  including,  for  exam¬ 
ple,  short-term  promissory  notes  which 
may  be  purchased  on  the  open  market; 

(e)  A  loan,  to  the  extent  that  it  is 
directly  or  indirectly  made  to,  guaran¬ 
teed,  or  insured  by,  the  United  States,  a 
possession  or  instrumentality  thereof, 
or  a  State  or  political  subdivision  thereof ; 

(/)  A  debt  evidenced  by  a  security  (as 
defined  in  section  165(g)  (2)  (C)  and  the 
regulations  thereunder) ;  and 

( g )  A  loan  which  is  secured  by  a  de¬ 
posit  (*)  in  the  lending  financial  institu¬ 
tion  or  (it)  in  a  bank  as  defined  in  sec¬ 
tion  581  or  a  domestic  branch  of  a  for¬ 
eign  corporation  to  which  this  section 
applies,  if  the  lending  financial  institu¬ 
tion  has  control  over  withdrawal  of  such 
deposit. 


For  purposes  of  (g)  of  this  subdivision 
(ii)  a  loan  is  considered  secured  if  the 
loan  is  on  the  security  of  any  instrument 
which  makes  the  deposit  specific  security 
for  the  payment  of  the  loan,  provided 
that  such  instrument  is  of  such  a  nature 
that  in  the  event  of  default  the  deposit 
could  be  subjected  to  the  satisfaction  of 
the  loan.  For  purposes  of  such  subdivi¬ 
sion,  a  deposit  includes  a  guarantee  de¬ 
posit  in  the  form  of  a  “holdback”, 
pledged  collateral  that  has  been  reduced 
to  cash,  and  loan  payments  that  are 
maintained  in  a  separate  account.  For 
purposes  of  such  subdivision,  control  over 
withdrawal  of  the  deposit  is  evidenced 
by  possession  of  a  passbook,  certificate 
of  deposit,  note,  or  other  similar  instru¬ 
ment  the  possession  of  which  is  normally 
required  to  permit  withdrawal.  The  lend¬ 
ing  financial  institution  does  not  have 
control  over  withdrawal  of  the  deposit  if 
the  deposit  can  be  withdrawn  without 
the  consent  of  the  lending  financial  in¬ 
stitution.  Thus,  the  lending  financial  in¬ 
stitution  normally  does  not  have  control 
over  the  withdrawal  of  a  deposit  in  an 
account  merely  because  the  borrower 
is  required  to  maintain  a  minimum,  av¬ 
erage,  or  compensating  balance.  Sub¬ 
division  (ii)  (g)  of  this  subparagraph 
does  not  apply  to  a  deposit  held  by  an 
institution  which  is  neither  a  bank  nor 
a  domestic  branch  of  a  foreign  corpora¬ 
tion  to  which  §  1.585-1  applies  (such  as 
an  insurance  company) . 

(4)  Predecessor.  For  purposes  of  this 
section,  the  term  “predecessor”  means  (i) 
any  taxpayer  which  transferred  more 
than  50  percent  of  the  total  amount  of 
its  assets  to  the  taxpayer  and  is  described 
in  §  1.585-1,  or  (ii)  any  predecessor  of 
such  predecessor. 

(5)  Authorization  years.  For  purposes 
of  this  section,  the  term  “authoriza¬ 
tion  years”  means  the  number  of  years, 
containing  12  complete  months,  between 
(i)  the  first  day  of  the  first  full  taxable 
year  of  the  taxpayer  for  which  it  (or  any 
predecessor)  was  authorized  to  do  busi¬ 
ness  as  a  financial  institution  described 
in  §  1.585-1  and  (ii)  the  taxable  year. 

(6)  Comparison  years.  For  purposes  of 
this  section,  the  term  “comparison  years” 
means  those  consecutive  taxable  years 
containing  12  complete  months,  of  a  com¬ 
parable  bank  or  banks,  the  last  of  which 
ends  within  the  12  months  immediately 
preceding  the  beginning  of  the  first  tax¬ 
able  year  of  the  taxpayer,  which  are 
equal  in  number  to  six  minus  the  number 
of  authorization  years  of  the  taxpayer. 

(7)  Comparable  bank.  For  purposes  of 
this  section,  the  term  “comparable  bank” 
means  a  financial  institution  described  in 
§  1.585-1,  preferably  in  the  same  locality, 
having  loans  comparable  in  their  nature 
and  risk  involved  to  those  of  the  tax¬ 
payer. 

(8)  Average  loans  outstanding.  For 
purposes  of  this  section,  the  term  “aver¬ 
age  loans  outstanding”  means  the  sum  of 
the  loans  outstanding  at  the  close  of  each 
taxable  year  of  a  period  divided  by  the 
numbers  of  taxable  years  in  such  period. 

§  1.585—3  Special  rules. 

(a)  Treatment  of  reserve.  For  taxable 
years  beginning  after  July  11,  1969,  in 
the  case  of  a  financial  institution  to 
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which  section  585  and  S  1.585-1  apply, 
any  bad  debt  in  respect  of  a  loan 
(whether  or  not  such  loan  is  an  eligible 
loan)  must  be  charged  to  the  reserve  for 
losses  on  loans  provided  for  by  paragraph 
(b)  of  this  section  for  the  taxable  year 
in  which  the  bad  debt  occurs.  For  such 
a  year,  any  recovery  of  a  bad  debt  previ¬ 
ously  charged  to  the  reserve  account  in 
respect  of  a  loan  (whether  or  not  such 
loan  is  an  eligible  loan)  must  be  credited 
to  such  reserve  in  the  taxable  year  of 
recovery  regardless  of  whether  such 
credit  causes  the  reserve  to  exceed  the 
permissible  amount.  If ,  as  a  result  of  net 
recoveries  during  the  taxable  year,  the 
reserve  balance  exceeds  the  permissible 
amount,  a  taxpayer  is  not  required  to  re¬ 
port  the  excess  as  taxable  income.  In 
such  a  case,  the  excess  over  the  otherwise 
permissible  amount  in  the  reserve  ac¬ 
count  precludes  current  reasonable  addi¬ 
tions  to  the  reserve  and  may  affect  future 
reasonable  additions.  Recoveries  of  bad 
debts  which  were  not  charged  to  the  re¬ 
serve  shall  not  be  credited  to  such  re¬ 
serve,  but  shall  be  treated  as  taxable  in¬ 
come  subject  to  the  provisions  of  §  1.111. 

(b)  Accounting  for  reserve.  A  financial 
institution  to  which  section  585  and 
S  1.585-1  apply  which  established  a  re¬ 
serve  pursuant  to  section  166(c)  is  re¬ 
quired  to  establish  and  maintain,  as  a 
permanent  part  of  its  regular  books  of 
account,  an  account  for  the  reserve  for 
losses  on  loans.  For  purposes  of  this 
paragraph,  a  financial  institution  may 
establish  and  maintain  a  permanent  sub¬ 
sidiary  ledger  containing  such  account.  If 
a  financial  institution  maintains  such  a 
permanent  subsidiary  ledger,  the  balance 
of  the  reserve  account  required  to  be 
maintained  under  this  subparagraph 
must  be  reconciled  with  the  balance  of 
the  reserve  for  losses  on  loans  maintained 
in  any  other  ledger.  The  addition  to  the 
reserve  for  any  taxable  year  is  not  re¬ 
quired  to  be  recorded  in  the  books  by  the 
close  of  such  taxable  year.  Ordinarily 
such  addition  should  be  recorded  in  the 
books  as  soon  as  practicable  after  the 
close  of  the  taxable  year.  If  an  adjust¬ 
ment  with  respect  to  the  income  tax  re¬ 
turn  for  a  taxable  year  is  made  and  such 
adjustment  (whether  initiated  by  the 
taxpayer  or  the  Commissioner)  has  the 
effect  of  permitting  an  increase,  or  re¬ 
quiring  a  reduction,  in  the  amount 
claimed  on  such  return  as  an  addition  to 
the  reserve  for  losses  on  loans,  then  the 
amount  initially  credited  to  such  reserve 
for  such  year  pursuant  to  $  1.585-1  may 
have  to  be  increased  or  decreased,  as  the 
case  may  be,  to  the  extent  necessary  to 
reflect  such  adjustment. 

§  1.585—4  Mergers  and  consolidations. 
[Reserved.] 

§  1.586  Statutory  provisions;  reserves 
for  losses  on  loans  of  small  business 
investment  companies,  etc. 

Sec.  586.  Reserves  for  losses  on  loans  of 
small  business  investment  companies,  etc. — 

(a)  Institutions  to  which  section  applies. 
This  section  shall  apply  to  the  following 
financial  Institutions:  . 

(1)  Any  small  business  Investment  com* 
pany  operating  under  the  Small  Business 
Investment  Act  of  1958,  and 


(2)  Any  business  development  corporation. 

For  purposes  of  this  section,  the  term 
“business  development  corporation”  means  a 
corporation  which  was  created  by  or  pursuant 
to  an  act  of  a  State  legislature  for  purposes 
of  promoting,  maintaining,  and  assisting  the 
economy  and  Industry  within  such  State  on 
a  regional  or  statewide  basis  by  making  loans 
to  be  used  In  trades  and  businesses  which 
would  generally  not  be  made  by  banks  (as 
defined  In  section  581 )  within  Buch  region  or 
State  In  the  ordinary  course  of  their  business 
(except  on  the  basis  of  a  partial  participa¬ 
tion),  and  which  Is  operated  primarily  for 
such  purposes. 

(b)  Addition  to  reserves  for  bad  debts — 
(1)  General  rule.  For  purposes  of  section  166 

(c),  except  as  provided  In  paragraph  (2)  the 
reasonable  addition  to  the  reserve  for  bad 
debts  of  any  financial  Institution  to  which 
this  section  applies  shall  be  an  amount  deter¬ 
mined  by  the  taxpayer  which  shall  not  exceed 
the  amount  necessary  to  Increase  the  balance 
of  the  reserve  for  bad  debts  (at  the  close  of 
the  taxable  year)  to  the  greater  of — 

(A)  The  amount  which  bears  the  same 
ratio  to  loans  outstanding  at  the  close  of  the 
taxable  year  as  (1)  the  total  bad  debts  sus¬ 
tained  during  the  taxable  year  and  the  5 
preceding  taxable  years  (or,  with  the  approval 
of  the  Secretary  or  his  delegate,  a  shorter 
period),  adjusted  for  recoveries  of  bad  debts 
diming  such  period,  bears  to  (11)  the  sum  of 
the  loans  outstanding  at  the  close  of  such  6 
or  fewer  taxable  years,  or 

(B)  The  lower  of — 

(1)  The  balance  of  the  reserve  at  the  close 
of  the  base  year,  or 

(11)  If  the  amount  of  loans  outstanding 
at  the  close  of  the  taxable  year  Is  less  than 
the  amount  of  loans  outstanding  at  the  close 
of  the  base  year  the  amount  which  bears 
the  same  ratio  to  loans  outstanding  at  the 
close  of  the  taxable  year  as  the  balance  of 
the  reserve  at  the  close  of  the  base  year 
bears  to  the  amount  of  loans  outstanding  at 
the  close  of  the  base  year. 

For  purposes  of  this  subparagraph,  the 
term  “base  year”  means  the  last  taxable  year 
beginning  on  or  before  July  11,  1969. 

(2)  New  financial  institutions.  In  the  case 
of  any  taxable  year  beginning  not  more  than 
10  years  after  the  day  before  the  first  day  on 
which  a  financial  Institution  (or  any  prede¬ 
cessor)  was  authorized  to  do  business  as  a 
financial  Institution  described  In  subsection 
(a),  the  reasonable  addition  to  the  reserve 
for  bad  debts  of  such  financial  Institution 
shall  not  exceed  the  larger  of  the  amount 
determined  under  paragraph  (1)  or  the 
amount  necessary  to  Increase  the  balance  of 
the  reserve  for  bad  debts  at  the  close  of  the 
taxable  year  to  the  amount  which  bears  the 
same  ratio  (as  determined  by  the  Secretary 
or  his  delegate)  to  loans  outstanding  at  the 
close  of  the  taxable  year  as  (1)  the  total  bad 
debts  sustained  by  all  Institutions  described 
In  the  applicable  paragraph  of  subsection  (a) 
during  the  6  preceding  taxable  years  (ad¬ 
justed  for  recoveries  of  bad  debts  during  such 
period) ,  bears  to  (11)  the  sum  of  the  loans  by 
all  such  Institutions  outstanding  at  the  close 
of  such  taxable  years. 

(Sec.  586  as  added  by  sec.  431  (a) ,  Tax  Reform 
Act  1969  (83  Stat.  616)  ) 

§  1.586—1  Reserve  for  losses  on  loans 
of  small  business  investment  com¬ 
panies,  etc. 

(a)  General  rule.  As  an  alternative  to 
a  deduction  from  gross  income  under  sec¬ 
tion  166(a)  for  specific  debts  which  be¬ 
come  worthless  in  whole  or  in  part,  a  tax¬ 
payer  which  is  a  financial  Institution  to 
which  section  586  and  this  section  apply 
is  allowed  a  deduction  under  section  166 
(c)  for  a  reasonable  addition  to  a  reserve 


for  bad  debts  provided  such  financial  in¬ 
stitution  has  adopted  or  adopts  the  re¬ 
serve  method  of  treating  bad  debts  in 
accordance  with  paragraph  (b)  of 
§  1.166-1.  In  the  case  of  such  a  taxpayer, 
the  amount  of  the  reasonable  addition  to 
such  reserve  for  a  taxable  year  beginning 
after  July  11,  1969,  shall  be  an  amount 
determined  by  the  taxpayer  which  does 
not  exceed  the  amount  computed  under 
I  1.586-2.  A  financial  institution  to  which 
section  586  and  this  section  apply  which 
adopts  the  reserve  method  is  not  entitled 
to  charge-off  any  bad  debts  pursuant  to 
section  166(a)  with  respect  to  a  loan  (as 
defined  in  §  1.586-2(c)  (2) ).  Except  as 
provided  by  §  1.586-2,  regarding  the 
manner  of  computation  of  the  addition 
to  the  reserve  for  bad  debts,  the  reserve 
for  bad  debts  of  a  financial  institution 
to  which  this  section  applies  shall  be 
maintained  in  the  same  manner  as  is 
provided  by  section  166(c)  and  the  regu¬ 
lations  thereunder  with  respect  to  re¬ 
serves  for  bad  debts.  Except  as  provided 
by  this  section,  no  deduction  is  allowable 
for  an  addition  to  a  reserve  for  bad  debts 
of  a  financial  institution  to  which  sec¬ 
tion  586  and  this  section  apply.  For  rules 
relating  to  deduction  with  respect  to 
debts  which  are  not  loans  (as  defined  in 
§  1.586— 2(c)  (2) ) ,  see  section  166(a)  and 
the  regulations  thereunder.  For  rules 
pertaining  to  mergers  and  consolidations, 
see  §  1.586-3. 

(b)  Application  of  section.  Section  586 
and  this  section  shall  apply  only  to  the 
following  financial  institutions — 

(1)  Any  small  business  investment 
company  operating  under  the  Small 
Business  Investment  Act  of  1958  as 
amended  and  supplemented  (72  Stat. 
689),  and 

(2)  Any  business  development  corpor¬ 
ation,  which  for  purposes  of  this  section, 
means  a  corporation  which  was  created 
by  or  pursuant  to  an  act  of  a  State  legis¬ 
lature  for  purposes  of  promoting,  main¬ 
taining,  and  assisting  the  economy  and 
industry  within  such  State  on  a  regional 
or  statewide  basis  by  making  loans  which 
would  generally  not  be  made  by  banks 
(as  defined  in  section  581  and  the  regu¬ 
lations  thereunder)  within  such  region 
or  State  in  the  ordinary  course  of  their 
businesses  (except  on  the  basis  of  a  par¬ 
tial  participation) ,  and  which  is  operated 
primarily  for  such  purposes. 

§  1.586—2  Addition  to  reserve. 

(a)  General  rule.  Except  as  provided 
by  paragraph  (b)  of  this  section,  the 
amount  computed  under  this  section  is 
the  amount  necessary  to  increase  the 
balance  of  the  reserve  for  bad  debts  (as 
of  the  close  of  the  taxable  year)  to  the 
greater  of — 

( 1 )  The  amount  which  bears  the  same 
ratio  to  loans  outstanding  at  the  close  of 
the  taxable  year  as  (i)  the  total  bad 
debts  sustained  during  the  taxable  year 
and  the  5  preceding  taxable  years  (or, 
with  the  approval  of  the  Commissioner, 
a  shorter  period),  adjusted  for  recoveries 
of  bad  debts  during  such  period,  bears  to 
(ii)  the  sum  of  the  loans  outstanding  at 
the  close  of  such  6  or  fewer  taxable  years, 
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(2)  The  lower  of — 

(i)  The  balance  of  the  reserve  as  of  the 
close  of  the  base  year,  or 

(il)  If  the  amount  of  loans  outstand¬ 
ing  at  the  close  of  the  taxable  year  is 
less  than  the  amount  of  loans  outstand¬ 
ing  at  the  close  of  the  base  year,  the 
amount  which  bears  the  same  ratio  to 
loans  outstanding  at  the  close  of  the 
taxable  year  as  the  balance  of  the  re¬ 
serve  as  of  the  close  of  the  base  year 
bears  to  the  amount  of  loans  outstand¬ 
ing  at  the  close  of  the  base  year. 

For  purposes  of  subparagraph  (2)  of 
this  paragraph,  the  term  “base  year” 
means  the  last  taxable  year  beginning 
on  or  before  July  11,  1969.  For  purposes 
of  applying  this  paragraph,  a  period 
shorter  than  the  6  years  generally  would 
be  appropriate  only  where  there  is  a 
change  in  the  type  of  a  substantial  por¬ 
tion  of  the  loans  outstanding  such  that 
the  risk  of  loss  is  substantially  increased. 
For  example,  if  the  major  portion  of  a 
business  development  corporation’s  port¬ 
folio  of  loans  changes  from  agricultural 
loans  to  industrial  loans  which  results 
in  a  substantial  increase  in  the  risk  of 
loss,  a  period  shorter  than  the  6  years 
may  be  appropriate.  A  period  shorter 
than  the  6  years,  however,  would  not  be 
appropriate,  for  example,  in  the  case  of 
a  decline  in  the  general  economic  con¬ 
ditions  in  the  area,  even  though  the  risk 
of  loss  is  substantially  increased.  If  ap¬ 
proval  is  granted  to  use  a  shorter  pe¬ 
riod,  the  experience  for  those  taxable 
years  which  are  excluded  shall  not  be 
used  for  any  subsequent  year.  A  request 
for  approval  to  exclude  the  experience 
of  a  prior  taxable  year  shall  not  be  con¬ 
sidered  unless  it  is  sent  to  the  Commis¬ 
sioner  at  least  30  days  before  the  close 
of  the  current  taxable  year.  The  request 
shall  include  a  statement  of  the  reasons 
such  experience  should  be  excluded. 

(b)  New  financial  institutions — (1) 
General  rule.  In  the  case  of  a  new  finan¬ 
cial  institution,  the  amount  computed 
under  this  section  is  the  greater  of  the 
amount  computed  under  paragraph  (a) 
of  this  section  or  the  amount  necessary 
to  increase  the  balance  of  the  reserve 
for  bad  debts  as  of  the  close  of  the  tax¬ 
able  year  to  the  amount  which  bears 
the  same  ratio  to  loans  outstanding  at 
the  close  of  the  taxable  year  as — 

(i)  The  total  bad  debts  (as  determined 
by  the  Commissioner)  sustained  by  all 
financial  institutions  described  in  the 
applicable  subparagraph  of  5  1.586-1  (b) 
during  the  calendar  year  ending  with  or 
within  the  taxpayer’s  previous  taxable 
year  and  during  the  5  calendar  years 
preceding  such  calendar  year,  adjusted 
for  recoveries  of  bad  debts  during  such 
period  (as  determined  by  the  Commis¬ 
sioner)  ,  bears  to 

(ii)  The  sum  of  the  loans  outstanding 
(as  determined  by  the  Commissioner)  by 
all  such  institutions  at  the  close  of  each 
of  such  6  calendar  years. 

(c)  Definitions.  For  purposes  of  this 
section — 

(1)  New  financial  institution.  A  finan¬ 
cial  institution  is  a  new  financial  institu¬ 
tion  for  any  taxable  year  beginning  less 
than  10  years  after  the  day  on  which  it 


(or  any  predecessor)  was  authorized  to 
do  business  as  a  financial  institution 
described  in  the  applicable  subparagraph 
of  §  1.586-1  (b).  For  this  purpose,  the 
term  “predecessor”  means  (i)  any  tax¬ 
payer  which  transferred  more  than  50 
percent  of  the  total  amount  of  its  assets 
to  the  taxpayer  and  is  described  in  the 
same  subparagraph  of  §  1.586-1  (b) 
which  describes  the  taxpayer,  or  (ii) 
any  predecessor  of  such  predecessor. 

(2)  Loan,  (i)  The  term  “loan”  means 
debt,  as  the  term  “debt”  is  used  in  sec¬ 
tion  166  and  the  regulations  thereunder. 

(ii)  The  term  “loan”  does  not  include 
the  following  items: 

(a)  Unearned  discount  or  interest  re¬ 
ceivable  reflected  in  the  face  amount  of 
an  outstanding  loan  which  discount  or 
interest  has  not  been  included  in  gross 
income; 

(b)  A  debt  evidenced  by  a  security  (as 
defined  in  section  165(g)  (2)  (C)  and  the 
regulations  thereunder) ;  and 

(c)  Any  loan  which  is  not  representa¬ 
tive  of  the  taxpayer’s  ordinary  portfolio 
of  outstanding  customer  loans. 

For  purposes  of  (c)  of  this  subdivision 
(ii),  a  loan  made  in  the  ordinary  course 
of  business  of  the  taxpayer  is  presumed 
to  be  representative  of  the  taxpayer’s 
ordinary  portfolio  of  outstanding  cus¬ 
tomer  loans;  however,  a  loan  entered  into 
or  acquired  for  the  purpose  (whether  or 
not  it  is  the  primary  purpose)  of  en¬ 
larging  the  otherwise  available  bad  debt 
deduction  is  not  representative  of  the 
taxpayer’s  ordinary  portfolio  of  out¬ 
standing  customer  loans. 

§  1.586—3  Mergers  and  consolidations. 

[Reserved] 

[FR  Doc.72-6867  Filed  5-&-72;8:45  am] 


[  26  CFR  Part  1  ] 

INCOME  TAX 

Accounting  for  Redemption  of  Trading 
Stamps  and  Coupons 

Notice  is  hereby  given  that  the  regu¬ 
lations  with  respect  to  accounting  for 
redemption  of  trading  stamps  and  cou¬ 
pons  proposed  to  be  prescribed  under 
section  451  of  the  Internal  Revenue  Code 
of  1954  which  were  published  in  tentative 
form  with  a  notice  of  proposed  rule  mak¬ 
ing  in  the  Federal  Register  for  August  7, 
1970  (35  F.R.  12612)  are  withdrawn  and 
that  the  regulations  set  forth  in  tenta¬ 
tive  form  below  are  proposed  to  be  pre¬ 
scribed  by  the  Commissioner  of  Internal 
Revenue,  with  the  approval  of  the  Sec¬ 
retary  of  the  Treasury  or  his  delegate. 
Prior  to  the  final  adoption  of  such  regu¬ 
lations,  consideration  will  be  given  to 
any  comments  or  suggestions  pertaining 
thereto  which  are  submitted  in  writing 
(preferably  six  copies)  to  the  Commis¬ 
sioner  of  Internal  Revenue,  Attention: 
CC:LR:T,  Washington,  D.C.  20224,  by 
June  7,  1972.  Any  written  comments  or 
suggestions  not  specifically  designated  as 
confidential  in  accordance  with  26  CFR 
601.601(b)  may  be  inspected  by  any  per¬ 
son  upon  written  request.  Any  person 
submitting  written  comments  or  sugges¬ 
tions  who  desires  an  opportunity  to  com¬ 


ment  orally  at  a  public  hearing  on  these 
proposed  regulations  should  submit  his 
request,  in  writing,  to  the  Commissioner 
by  June  7,  1972.  In  such  case,  a  public 
hearing  will  be  held,  and  notice  of  the 
time,  place,  and  date  will  be  published 
in  a  subsequent  issue  of  the  Federal 
Register,  unless  the  person  or  persons 
who  have  requested  a  hearing  withdraw 
their  requests  for  a  hearing  before  notice 
of  the  hearing  has  been  filed  with  the 
Office  of  the  Federal  Register.  The  pro¬ 
posed  regulations  are  to  be  issued  under 
the  authority  contained  in  section  7805 
of  the  Internal  Revenue  Code  of  1954 
(68 A  Stat.  917;  26  U.S.C.  7805). 

[se\l]  Johnnie  M.  Walters, 
Commissioner  of  Internal  Revenue. 

In  order  to  clarify  the  Income  Tax 
Regulations  (26  CFR  Part  1)  under  sec¬ 
tion  451  of  the  Internal  Revenue  Code 
of  1954,  such  regulations  are  amended  as 
follows: 

Section  1.451-4  is  amended  to  read  as 
follows: 

§  1.451—4  Accounting  for  redemption 
of  trading  stamps  and  coupons. 

(a)  In  general — (1)  Subtraction  from 
receipts.  If  an  accrual  method  taxpayer 
issues  trading  stamps  or  premium  cou¬ 
pons  with  sales,  or  an  accrual  method 
taxpayer  is  engaged  in  the  business  of 
selling  trading  stamps  or  premium  cou¬ 
pons,  and  such  stamps  or  coupons  are 
redeemable  bv  such  taxpayer  in  mer¬ 
chandise,  cash,  or  other  property,  the 
taxpayer  should,  in  computing  the  in¬ 
come  from  such  sales,  subtract  from  gross 
receipts  with  respect  to  sales  of  such 
stamps  or  coupons  (or  from  gross  re¬ 
ceipts  with  respect  to  sales  with  which 
trading  stamns  or  coupons  are  issued) 
an  amount  equal  to — 

(1)  The  cost  to  the  taxpayer  of  mer¬ 
chandise,  cash,  and  other  property  used 
for  redemptions  in  the  taxable  year, 

(ii)  Plus  the  net  addition  to  the  provi¬ 
sion  for  future  redemptions  during  the 
taxable  year  (or  less  the  net  subtrac¬ 
tion  from  the  provision  for  future  re¬ 
demptions  during  the  taxable  year) . 

(2)  Trading  stamp  companies.  For  pur¬ 
poses  of  this  section,  a  taxpayer  will  be 
considered  as  being  in  the  business  of 
selling  trading  stamps  or  premium  cou¬ 
pons  if — 

(i)  The  trading  stamps  or  premium 
coupons  sold  by  him  are  issued  by  pur¬ 
chasers  to  promote  the  sale  of  their 
merchandise  or  services, 

(ii)  The  principal  activity  of  the  trade 
or  business  is  the  sale  of  such  stamps  or 
coupons, 

(iii)  Such  stamps  or  coupons  are  re¬ 
deemable  by  the  taxpayer  for  a  period 
of  at  least  1  year  from  the  date  of  sale, 
and 

(iv)  Based  on  his  overall  experience, 
it  is  estimated  that  not  more  than  two- 
thirds  of  the  stamps  or  coupons  sold 
which  it  is  estimated,  pursuant  to  para¬ 
graph  (c)  of  this  section,  will  be  ulti¬ 
mately  redeemed,  will  be  redeemed  within 
6  months  of  the  date  of  sale. 

(b)  Computation  of  the  net  addition 
to  or  subtraction  from  the  provision  for 
future  redemptions — (1)  Determination 
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of  the  provision  for  future  redemptions. 

(i)  The  provision  for  future  redemptions 
as  of  the  end  of  a  taxable  year  is  com¬ 
puted  by  multiplying  ‘‘estimated  future 
redemptions”  (as  defined  in  subdivision 

(ii)  of  this  subparagraph)  by  the  esti¬ 
mated  average  cost  of  redeeming  each 
trading  stamp  or  coupon  (computed  in 
accordance  with  subdivision  (iii)  of  this 
subparagraph). 

(ii)  For  purposes  of  this  section,  the 
term  “estimated  future  redemptions”  as 
of  the  end  of  a  taxable  year  means  the 
number  of  trading  stamps  or  coupons 
outstanding  as  of  the  end  of  such  year 
that  it  is  reasonably  estimated  will  ulti¬ 
mately  be  presented  for  redemption. 
Such  estimate  shall  be  determined  in  ac¬ 
cordance  with  the  rules  contained  in 
paragraph  (c)  of  this  section. 

(iii)  For  purposes  of  this  section,  the 
estimated  average  cost  of  redeeming  each 
trading  stamp  or  coupon  shall  be  com¬ 
puted  by  including  only  the  costs  to  the 
taxpayer  of  acquiring  the  merchandise, 
cash,  or  other  property  needed  to  redeem 
such  stamps  or  coupons.  Items  such  as 
the  costs  of  advertising,  catalogs,  operat¬ 
ing  redemption  centers,  and  storing  the 
merchandise  until  used  to  redeem  stamps 
or  coupons  should  not  be  included  in 
costs  of  redeeming  stamps  or  premium 
coupons,  but  rather  should  be  accounted 
for  in  accordance  with  the  provisions  of 
sections  162  and  263. 

(2)  Changes  in  provision  for  future 
redemptions.  For  purposes  of  this  section, 
a  “net  addition  to”  or  “net  subtraction 
from”  the  provision  for  future  redemp¬ 
tions  for  a  taxable  year  is  computed  as 
follows : 

(i)  Carry  over  the  provision  for  future 
redemptions  (if  any)  as  of  the  end  of  the 
preceding  taxable  year, 

(ii)  Compute  the  provision  for  future 
redemptions  as  of  the  end  of  the  taxable 
year  in  accordance  with  subparagraph 
(1)  of  this  paragraph,  and 

(iii)  If  the  amount  referred  to  in  sub¬ 
division  (ii)  of  this  subparagraph  exceeds 
the  amount  referred  to  in  subdivision  (i) 
of  this  subparagraph,  such  excess  is  the 
net  addition  to  the  provision  for  future 
redemptions  for  the  taxable  year.  On  the 
other  hand,  if  the  amount  referred  to  in 
such  subdivision  (i)  exceeds  the  amount 
referred  to  in  such  subdivision  (ii) ,  such 
excess  is  the  net  subtraction  from  the 
provision  for  future  redemptions  for  the 
taxable  year. 

(8)  Example.  The  provisions  of  this 
paragraph  and  paragraph  (a)  (1)  of  this 
section  may  be  illustrated  by  the  follow¬ 
ing  example: 

Example,  (a)  X  Company,  a  calendar  year 
accrual  method  taxpayer.  Is  engaged  In  the 
business  of  selling  trading  stamps  to  mer¬ 
chants.  In  1971,  Its  first  year  of  operation,  X 
sells  10  million  stamps  at  $5  per  1,000;  it 
redeems  3  million  stamps  for  merchandise 
and  cash  of  an  average  value  of  $3  per  1,000 
stamps.  At  the  end  of  1971  It  Is  estimated 
(pursuant  to  paragraph  (c)  of  this  section) 
that  a  total  of  9  mUlion  stamps  of  the  10 
mUllon  stamps  Issued  in  1971  will  eventually 
be  presented  for  redemption.  At  this  time  it 
Is  estimated  that  the  average  cost  of  redeem¬ 
ing  stamps  (as  described  In  subparagraph 
( 1 )  ( ill )  of  this  paragraph)  would  continue  to 
be  $3  per  1,000  stamps.  Under  these  circum¬ 


stances,  X  computes  Its  gross  Income  from 
Bales  of  trading  stamps  as  follows: 

Gross  receipts  from  sales  (10 
mUlion  stamps  at  $5  per 

1,000) _ _ _  $50,000 

Less: 

Cost  of  actual  redemp¬ 
tions  (3  million  stamps 

at  $3  per  1,000) - $9,000 

Provision  for  future  re¬ 
demptions  on  Decem¬ 
ber  31,  1971  (9  million 
stamps  —  3  million 
stamps  x  $3  per  1,000).  18,000 

-  27, 000 


1971  gross  income  from 

sales  of  stamps _  23,000 

(b)  In  1972,  X  also  sells  10  million  stamps 
at  $5  per  1,000  stamps.  During  1972  X  redeems 
7  million  stamps  at  an  average  cost  of  $3.01 
per  1,000  stamps.  At  the  end  of  1972  It  Is 
determined  that  the  estimated  future  re¬ 
demptions  (within  the  meaning  of  subpara¬ 
graph  (1)  (11)  of  this  paragraph)  Is  8  million. 
It  Is  further  determined  that  the  estimated 
average  cost  of  redeeming  stamps  would  con¬ 
tinue  to  be  $3.01  per  1,000  stamps.  X  thus 
computes  Its  gross  Income  from  sales  of 
trading  stamps  for  1972  as  follows: 

Gross  receipts  from  sales  (10  million  stamps  at 


$6  per  1,000 .  $50,000 

Less: 

Cost  of  actual  redemptions  (7  mil¬ 
lion  stamps  at  $3.01  per  1,000) .  $21, 070 

Plus: 

Provision  for  future  re¬ 
demptions  on  Dec.  31, 


$3.01  per  1,000) .  $24,080 

Minus  provision  for  future 
redemptions  on  Dec.  31, 

1971 .  18,000 

Addition  to  provision  for  future  re¬ 


demptions . .  6, 080 

Total  cost  of  redemptions .  27, 150 

1972  Gross  income  from  sales  of  stamps .  22, 850 


(c)  Estimated  future  redemptions — 
(1)  In  general.  A  taxpayer  may  use  any 
method  of  determining  the  estimated 
future  redemptions  as  of  the  end  of  a 
year  so  long  as — 

(1)  Such  method  results  in  a  reason¬ 
ably  accurate  estimate  of  the  stamps  or 
coupons  outstanding  at  the  end  of  such 
year  that  will  ultimately  be  presented  for 
redemption, 

(ii)  Such  method  is  used  consistently, 
and 

(iii)  Such  taxpayer  complies  with  the 
requirements  of  this  paragraph  and 
paragraphs  (d)  and  (e)  of  this  section. 

(2)  Utilization  of  prior  redemption  ex¬ 
perience.  Normally,  the  estimated  future 
redemptions  of  a  taxpayer  shall  be  de¬ 
termined  on  the  basis  of  such  taxpayer’s 
prior  redemption  experience.  However, 
if  the  taxpayer  does  not  have  sufficient 
redemption  experience  to  make  a  rea¬ 
sonable  determination  of  his  “estimated 
future  redemptions,”  or  if  because  of  a 
change  in  his  mode  of  operation  or  other 
relevant  factors  the  determination  can¬ 
not  reasonably  be  made  completely  on 
the  basis  of  the  taxpayer’s  own  experi¬ 
ence,  the  experiences  of  similarly  situ¬ 
ated  taxpayers  may  be  used  to  establish 
an  experience  factor. 

(3)  One  method  of  determining  esti¬ 
mated  future  redemptions.  One  per¬ 
missible  method  of  determining  the 
estimated  future  redemptions  as  of  the 
end  of  the  current  taxable  year  is  as 
follows : 


(i)  Estimate  for  each  preceding  tax¬ 
able  year  and  the  current  taxable  year 
the  number  of  trading  stamps  or  coupons 
issued  for  each  such  year  which  will 
ultimately  be  presented  for  redemption. 

(ii)  Determine  the  sum  of  the  esti¬ 
mates  under  subdivision  (i)  of  this  sub- 
paragraph  for  each  taxable  year  prior 
to  and  including  the  current  taxable 
year. 

(iii)  The  difference  between  the  sum 
determined  under  subdivision  (ii)  of  this 
subparagraph  and  the  total  number  of 
trading  stamps  or  coupons  which  have 
already  been  presented  for  redemption 
is  the  estimated  future  redemptions  as  of 
the  end  of  the  current  taxable  year. 

(4)  Determination  of  an  “estimated 
redemption  percentage.”  For  purposes  of 
applying  subparagraph  (3)  (i)  of  this 
paragraph,  one  permissible  method  of 
estimating  the  number  of  trading  stamps 
or  coupons  issued  for  a  taxable  year  that 
will  ultimately  be  presented  for  redemp¬ 
tion  is  to  multiply  such  number  of 
stamps  issued  for  such  year  by  an  “esti¬ 
mated  redemption  percentage.”  For  pur¬ 
poses  of  this  section  the  term  “estimated 
redemption  percentage”  for  a  taxable 
year  means  a  fraction,  the  numerator  of 
which  is  the  number  of  trading  stamps 
or  coupons  issued  during  a  taxable  year 
that  it  is  reasonably  estimated  will  ulti¬ 
mately  be  redeemed,  and  the  denomina¬ 
tor  of  which  is  the  number  of  trading 
stamps  or  coupons  issued  during  such 
year.  Consequently,  the  product  of  such 
percentage  and  the  number  of  stamps  is¬ 
sued  for  such  year  equals  the  number  of 
trading  stamps  or  coupons  issued  for 
such  year  that  it  is  estimated  will  ulti¬ 
mately  be  redeemed. 

(5)  Five-year  rule.  ( i)  One  permissible 
method  of  determining  the  “estimated 
redemption  percentage”  for  a  taxable 
year  is  to — 

(a)  Determine  the  percentage  which 
the  total  number  of  stamps  or  coupons 
redeemed  in  the  taxable  year  and  the 
4  preceding  taxable  years  is  of  the  total 
number  of  stamps  or  coupons  issued  or 
sold  in  such  5  years;  and 

(b)  Multiply  such  percentage  by  an 
appropriate  growth  factor  as  determined 
pursuant  to  guidelines  published  by  the 
Commissioner. 

(ii)  If  a  taxpayer  uses  the  method  de¬ 
scribed  in  subdivision  (i)  of  this  subpar¬ 
agraph  for  a  taxable  year,  it  will  nor¬ 
mally  be  presumed  that  such  taxpayer’s 
“estimated  redemption  percentage”  is 
reasonably  accurate. 

(6)  Other  methods  of  determining  es¬ 
timated  future  redemptions,  (i)  If  a  tax¬ 
payer  uses  a  method  of  determining  his 
“estimated  future  redemptions”  (other 
than  a  method  which  applies  the  5 -year 
rule  as  described  in  subparagraph  (5)  (i) 
of  this  paragraph)  such  as  a  probability 
sampling  technique,  the  appropriateness 
of  the  method  (including  the  appropri¬ 
ateness  of  the  sampling  technique,  if 
any)  and  the  accuracy  and  reliability  of 
the  results  obtained  must,  if  requested, 
be  demonstrated  to  the  satisfaction  of  the 
district  director. 

(ii)  No  inference  shall  be  drawn  from 
subdivision  (i)  of  this  subparagraph  that 
the  use  of  any  method  to  which  such 
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subdivision  applies  is  less  acceptable  than 
the  method  described  in  subparagraph 
(5)  (i)  of  this  paragraph.  Therefore,  cer¬ 
tain  probability  sampling  techniques  used 
in  determining  estimated  future  redemp¬ 
tions  may  result  in  reasonably  accurate 
and  reliable  estimates.  Such  a  sampling 
technique  will  be  considered  appropriate 
if  the  sample  is — 

(a)  Taken  in  accordance  with  sound 
statistical  sampling  principles, 

(b)  In  accordance  with  such  princi¬ 
ples,  sufficiently  broad  to  produce  a  rea¬ 
sonably  accurate  result,  and 

(c)  Taken  with  sufficient  frequency  as 
to  produce  a  reasonably  accurate  result. 

In  addition,  if  the  sampling  technique  is 
appropriate,  the  results  obtained  there¬ 
from  in  determining  estimated  future  re¬ 
demptions  will  be  considered  accurate 
and  reliable  if  the  evaluation  of  such 
results  is  consistent  with  sound  statisti¬ 
cal  principles.  Ordinarily,  samplings  and 
recomputations  of  the  estimated  future 
redemptions  will  be  required  annually. 
However,  the  facts  and  circumstances  in 
a  particular  case  may  justify  such  a  re¬ 
computation  being  taken  less  frequently 
than  annually.  In  addition,  the  Commis¬ 
sioner  may  prescribe  procedures  indicat¬ 
ing  that  samples  made  to  update  the  re¬ 
sults  of  a  sample  of  stamps  redeemed  in 
a  prior  year  need  not  be  the  same  size 
as  the  sample  of  such  prior  year. 

(d)  Consistency  with  financial  report¬ 
ing — (1)  Estimated  future  redemptions. 
For  taxable  years  beginning  after  (the 
date  of  adoption  of  these  regulations), 
the  estimated  future  redemptions  must 
be  no  greater  than  the  estimate  that  the 
taxpayer  uses  for  purposes  of  all  reports 
(including  consolidated  financial  state¬ 
ments)  to  shareholders,  partners,  bene¬ 
ficiaries,  other  proprietors,  and  for 
credit  purposes. 

(2)  Average  cost  of  redeeming  stamps. 
For  taxable  years  beginning  after  [the 
date  of  adoption  of  these  regulations], 
the  estimated  average  cost  of  redeeming 
each  stamp  or  coupon  must  be  no  greater 
than  the  average  cost  of  redeeming  each 
stamp  or  coupon  that  the  taxpayer  uses 
for  purposes  of  all  reports  (including 
consolidated  financial  statements)  to 
shareholders,  partners,  beneficiaries, 
other  proprietors,  and  for  credit 
purposes. 

(e)  Information  to  be  furnished  with 
return — (1)  In  general.  For  taxable  years 
beginning  after  (the  date  of  adoption  of 
these  regulations),  a  taxpayer  described 
in  paragraph  (a)  of  this  section  who  uses 
a  method  of  determining  the  “estimated 
future  redemptions”  other  than  that  de¬ 
scribed  in  paragraph  (c)  (5)  (i)  of  this 
section  shall  file  a  statement  with  his 
return  showing  such  information  as  is 
necessary  to  establish  the  correctness  of 
the  amount  subtracted  from  gross  re¬ 
ceipts  in  the  taxable  year. 

(2)  Taxpayers  using  the  5-year  rule. 
If  a  taxpayer  uses  the  method  of  deter¬ 
mining  estimated  future  redemptions 
described  in  paragraph  (c)  (5)  (i)  of  this 
section,  he  shall  file  a  statement  with 
his  return  showing,  with  respect  to  the 
taxable  year  and  the  4  preceding  taxable 
years — 
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(i)  The  total  number  of  stamps  or 
coupons  issued  or  sold  during  each  year, 
and 

(ii)  The  total  number  of  stamps  or 
coupons  redeemed  in  each  such  year. 

(3)  Trading  stamp  companies.  In  ad¬ 
dition  to  the  information  required  by 
subparagraph  (1)  or  (2)  of  this  para¬ 
graph,  a  taxpayer  engaged  in  the  trade 
or  business  of  selling  trading  stamps  or 
premium  coupons  shall  include  with  the 
statement  described  in  subparagraph  ( 1 ) 
or  (2)  of  this  paragraph  such  informa¬ 
tion  as  may  be  necessary  to  satisfy  the 
requirements  of  paragraph  (a)  (2)  (iv) 
of  this  section. 

[FR  Doc  .72  -6865  Filed  5-5-72; 8: 45  am] 

[  26  CFR  Part  1  ] 

INCOME  TAX 

Special  Rules  with  Respect  to  Section 
501(c)(3)  Organizations 

Notice  is  hereby  given  that  the  regu¬ 
lations  set  forth  in  tentative  form  below 
are  proposed  to  be  prescribed  by  the 
Commissioner  of  Internal  Revenue,  with 
the  approval  of  the  Secretary  of  the 
Treasury  or  his  delegate.  Prior  to  the  fi¬ 
nal  adoption  of  such  regulations,  con¬ 
sideration  will  be  given  to  any  comments 
or  suggestions  pertaining  thereto  which 
are  submitted  in  writing  (preferably  six 
copies)  to  the  Commissioner  of  Internal 
Revenue.  Attention:  CC:LR:T,  Wash¬ 
ington,  D.C.  20224,  by  June  7,  1972.  Any 
written  comments  or  suggestions  not 
specifically  designated  as  confidential  in 
accordance  with  26  CFR  601.601(b)  may 
be  inspected  by  any  person  upon  written 
request.  Any  person  submitting  written 
comments  or  suggestions  who  desires  an 
opportunity  to  comment  orally  at  a  pub¬ 
lic  hearing  on  these  proposed  regula¬ 
tions  should  submit  his  request,  in  writ¬ 
ing,  to  the  Commissioner  by  June  7, 1972. 
In  such  case,  a  public  hearing  will  be 
held,  and  notice  of  the  time,  place,  and 
date  will  be  published  in  a  subsequent 
issue  of  the  Federal  Register,  unless  the 
person  or  persons  who  have  requested  a 
hearing  withdraw  their  requests  for  a 
hearing  before  notice  of  the  hearing  has 
been  filed  with  the  Office  of  the  Federal 
Register.  The  proposed  regulations  are 
to  be  issued  under  the  authority  con¬ 
tained  in  section  7805  of  the  Internal 
Revenue  Code  of  1954  (68A  Stat.  917; 
26  U.S.C.  7805). 

[seal]  Johnnie  M.  Walters, 

Commissioner  of  Internal  Revenue. 

The  following  regulations  relating  to 
special  rules  with  respect  to  section  501 
(c)(3)  organizations  are  prescribed 
under  section  508  of  the  Internal  Reve¬ 
nue  Code  of  1954,  as  added  by  section 
101(a)  of  the  Tax  Reform  Act  of  1969 
(83  Stat.  992). 

Temporary  Treasury  Regulations  5  13.8 
(T.D.  7040,  35  FH.  7300  (1970)),  5  13.9 
(T.D.  7052,  35  F.R.  11232  (1970))  and 
§  13.17  (T.D.  7151,  36  F.R.  23905  (1971)) 
are  superseded  and  the  following  regula¬ 
tions  are  added.  Except  where  otherwise 
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specifically  provided,  these  regulations 
take  effect  on  January  1,  1970. 

Insert  in  the  appropriate  place,  the 
following  sections : 

§  1.508—1  Special  rules  for  certain  sec¬ 
tion  501(c)(3)  organizations. 

Sec.  508.  Special  rules  with  respect  to 
section  5 01(c)(3)  organizations — (a)  New 
organizations  must  notify  Secretary  that  they 
are  applying  for  recognition  of  section 
5 01(c)  (3)  status.  Except  as  provided  In  sub¬ 
section  (c),  an  organization  organized  after 
October  9,  1969,  shall  not  be  treated  as  an 
organization  described  in  section  501(c)  (3)  — 

( 1 )  Unless  It  has  given  notice  to  the  Secre¬ 
tary  or  his  delegate,  in  such  manner  as  the 
Secretary  or  his  delegate  may  by  regulations 
prescribe,  that  It  is  applying  for  recognition 
of  such  status,  or 

(2)  For  any  period  before  the  giving  of 
such  notice,  If  such  notice  is  given  after  the 
time  prescribed  by  the  Secretary  or  his  dele¬ 
gate  by  regulations  for  giving  notice  under 
this  subsection. 

For  purposes  of  paragraph  (2),  the  time 
prescribed  tor  giving  notice  under  this  sub¬ 
section  shaU  not  expire  before  the  90th  day 
after  the  day  on  which  regulations  first 
prescribed  under  this  subsection  become 
final. 

(b)  Presumption  that  organizations  are 
private  foundations.  Except  as  provided  in 
subsection  (c),  any  organization  (including 
an  organization  in  existence  on  October  9, 
1969)  which  is  described  in  section  501 

(c)  (3)  and  which  does  not  notify  the  Secre¬ 
tary  or  his  delegate,  at  such  time  and  in 
such  manner  as  the  Secretary  or  his  dele¬ 
gate  may  by  regulations  prescribe,  that  it 
is  not  a  private  foundation  shall  be  pre¬ 
sumed  to  be  a  private  foundation.  The  time 
prescribed  for  giving  notice  under  this  sub¬ 
section  shall  not  expire  before  the  90th  day 
after  the  day  on  which  regulations  first  pre¬ 
scribed  under  this  subsection  become  final. 

(c)  Exceptions — (1)  Mandatory  excep¬ 
tions.  Subsections  (a)  and  (b)  shall  not 
apply  to — 

(A)  Churches,  their  Integrated  auxiliaries, 
and  conventions  or  associations  of  churches, 
or 

(B)  Any  organization  which  is  not  a  pri¬ 
vate  foundation  (as  defined  In  section 
609(a))  and  the  gross  receipts  of  which  In 
each  taxable  year  are  normally  not  more 
than  85.000. 

(2)  Exceptions  by  regulations.  The  Secre¬ 
tary  or  his  delegate  may  by  regulations 
exempt  (to  the  extent  and  subject  to  such 
conditions  as  may  be  prescribed  in  such 
regulations)  from  the  provisions  of  subsec¬ 
tion  (a)  and  (b)  or  both — 

(A)  Educational  organizations  which  nor¬ 
mally  maintain  a  regular  faculty  and  cur¬ 
riculum  and  normally  have  a  regularly 
enrolled  body  of  pupils  or  students  In  at¬ 
tendance  at  the  place  where  their  educa¬ 
tional  activities  are  regularly  carried  on;  and 

(B)  Any  other  class  of  organizations  with 
respect  to  which  the  Secretary  or  his  delegate 
determines  that  full  compliance  with  the 
provisions  of  subsections  (a)  and  (b)  is  not 
necessary  to  the  efficient  administration  of 
the  provisions  of  this  title  relating  to  private 
foundations. 

(d)  Disallowance  of  certain  charitable, 
etc.,  deductions — (1)  Gift  or  bequest  to  orga¬ 
nizations  subject  to  section  507(c)  tax.  No 
gift  or  bequest  made  to  an  organization  upon 
which  the  tax  provided  by  section  507(c)  has 
been  Imposed  shall  be  allowed  as  a  deduc¬ 
tion  under  section  170.  645(b)  (2) ,  656(b)  (2) . 
642(c).  2015,  2108(a)  (2),  or  2522,  If  such  gift 
or  bequet,.  is  made — 

(A)  By  any  person  after  notification  Is 
made  under  section  507  (a) ,  or 
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(B)  By  a  substantial  contributor  (as  de¬ 
fined  In  section  507(d)(2))  In  his  taxable 
year  which  Includes  the  first  day  on  which 
action  Is  taken  by  such  organization  which 
culminates  In  the  Imposition  of  tax  under 
section  607(c)  and  any  subsequent  taxable 
year. 

(2)  Gift  or  bequest  to  taxable  private 
foundation,  section  4947  trust,  etc.  No  gift  or 
bequest  made  to  an  organization  shall  be 
allowed  as  a  deduction  under  section  170, 
545(b)(2),  556(b)(2),  642(C),  2055,  2106 
(a)(2),  or  2522,  If  such  gift  or  bequest  Is 
made — 

(A)  To  a  private  foundation  or  a  trust  de¬ 
scribed  In  section  4947  In  a  taxable  year  for 
which  It  falls  to  meet  the  requirements  of 
subsection  (e)  (determined  without  regard 
to  subsection  (e)(2)  (B)  and  (C)),or 

(B)  To  any  organization  in  a  period  for 
which  It  Is  not  treated  as  an  organization 
described  In  section  501(c)(3)  by  reason  of 
subsection  (a). 

(3)  Exemption.  Paragraph  (1)  shall  not 
apply  If  the  entire  amount  of  the  unpaid 
portion  of  the  tax  Imposed  by  section  507(c) 
Is  abated  by  the  Secretary  or  his  delegate 
under  section  507(g). 

(e)  Governing  instruments — (1)  General 
rule.  A  private  foundation  shall  not  be 
exempt  from  taxation  under  section  501(a) 
unless  Its  governing  Instrument  Includes 
provisions  the  effects  of  which  are — 

(A)  To  require  Its  Income  for  each  taxable 
year  to  be  distributed  at  such  time  and  In 
such  manner  as  not  to  subject  the  founda¬ 
tion  to  tax  under  section  4942,  and 

(B)  To  prohibit  the  foundation  from  en¬ 
gaging  In  any  act  of  self-dealing  (as  de¬ 
fined  In  section  4941(d)),  from  retaining 
any  excess  business  holdings  (as  defined  in 
section  4943(c)),  from  making  any  Invest¬ 
ments  In  such  manner  as  to  subject  the 
foundation  to  tax  under  section  4944,  and 
from  making  any  taxable  expenditures  (as 
defined  in  section  4945(d) ) . 

(2)  Special  rules  for  existing  private 
foundations.  In  the  case  of  any  organization 
organized  before  January  1,  1970,  paragraph 
( 1 )  shall  not  apply — 

(A)  To  any  taxable  year  beginning  before 
January  1, 1972, 

(B)  To  any  period  after  December  31, 
1971,  during  the  pendency  of  any  Judicial 
proceeding  begun  before  January  1,  1972, 
by  the  private  foundation  which  Is  necessary 
to  reform,  or  to  excuse  such  foundation  from 
compliance  with.  Its  governing  Instrument 
or  any  other  Instrument  In  order  to  meet  the 
requirements  of  paragraph  (1) ,  and 

(C)  To  any  period  after  the  termination  of 
any  Judicial  proceeding  described  In  sub- 
paragraph  (B)  during  which  Its  governing 
instrument  or  any  other  Instrument  does 
not  permit  It  to  meet  the  requirements  of 
paragraph  (1). 

| Sec.  508,  as  added  by  sec.  101(d)  Tax  Re¬ 
form  Act  of  1969  (83  Stat.  163)  ] 

§  1.508— 1  Special  rules  for  certain  sec¬ 
tion  501(c)  (3)  organizations. 

(a)  New  organizations  must  notify  the 
Secretary  that  they  are  applying  for  rec¬ 
ognition  of  section  501  (c)(3)  status — (1) 
In  general.  Under  section  508(a)  of  the 
Internal  Revenue  Code  of  1954,  except  as 
provided  in  subparagraph  (3)  of  this 
paragraph,  an  organization  that  is  or¬ 
ganized  after  October  9,  1969,  will  not  be 
treated  as  an  organization  described  in 
section  501(c)  (3)  — 

(i)  Unless  such  organization  has  given 
the  Commissioner  notice  in  the  manner 
prescribed  in  subparagraph  (2)  of  this 
paragraph;  or 
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(ii)  For  any  period  before  the  giving 
of  such  notice,  unless  such  notice  is  given 
in  the  manner  and  within  the  time  pre¬ 
scribed  in  subparagraph  (2)  of  this 
paragraph. 

See  section  508(d)(2)(B)  for  the  effect 
on  the  deductibility  of  charitable  con¬ 
tributions  during  the  period  an  orga¬ 
nization  is  not  treated  as  an  organiza¬ 
tion  described  in  section  501(c)(3). 

(2)  Filing  of  notice,  (i)  Except  as  pro¬ 
vided  in  subparagraph  (3)  (ii)  of  this 
paragraph,  for  purposes  of  subparagraph 
(1)  of  this  paragraph,  notice  must  be 
filed  within  15  months  from  the  end  of 
the  month  in  which  the  organization 
seeking  exemption  under  section  501(c) 

(3)  was  organized,  or  before  the  90th  day 
after  final  regulations  under  section  508 
(a)  are  filed  by  the  Federal  Register, 
whichever  comes  later.  Such  notice  is 
filed  by  submitting  a  properly  completed 
and  executed  Form  1023,  Exemption  Ap¬ 
plication.  Notice  should  be  filed  with  the 
district  director.  A  request  for  extension 
of  time  for  the  filing  of  such  notice 
should  be  submitted  to  such  district  di¬ 
rector.  Such  request  may  be  granted  if  it 
demonstrates  that  additional  time  is 
required. 

(ii)  Although  the  information  re¬ 
quired  by  Form  1023  must  be  submitted 
to  satisfy  the  notice  required  by  this  sec¬ 
tion,  the  failure  to  supply,  within  the  re¬ 
quired  time,  all  of  the  information  re¬ 
quired  to  complete  such  form  is  not  alone 
sufficient  to  deny  exemption  from  the 
date  of  organization  to  the  date  such 
complete  information  is  submitted  by  the 
organization.  If  the  information  which  is 
submitted  within  the  required  time  is  in¬ 
complete,  and  the  organization  supplies 
the  necessary  additional  information  at 
the  request  of  the  Commissioner  within 
the  additional  time  period  allowed  by 
him,  the  original  notice  will  be  con¬ 
sidered  timely. 

(iii)  For  purposes  of  subdivision  (i)  of 
this  subparagraph,  a  corporation  shall  be 
considered  “organized”  as  of  the  date  on 
which,  according  to  the  applicable  State 
law,  the  corporation  was  created. 

(iv)  For  purposes  of  subdivision  (i)  of 
this  subparagraph,  an  inter  vivos  trust 
shall  be  considered  “organized”  as  of  the 
date  it  is  deemed  created  under  rules 
similar  to  the  rules  under  §  1.664-l(a) 
(3).  A  testamentary  trust  shall  be  con¬ 
sidered  “organized"  as  of  the  date  of 
death  of  the  testator  (rather  than  the 
date  of  any  court  order  or  decree  ap¬ 
proving  the  transfer  of  assets  to  such 
trust) . 

(v)  Since  a  trust  described  in  section 
4947(a)  (2)  is  not  described  in  section  501 
(c)  (3),  it  is  not  required  to  file  the  noti¬ 
fication  under  section  508(a) .  A  trust  de¬ 
scribed  in  section  4947(a)(1)  is  not  re¬ 
quired  to  file  such  notification  in  order  to 
be  treated  as  described  in  section  501(c) 
(3).  However,  a  trust  created  after  Oc¬ 
tober  9,  1969,  which  otherwise  meets  the 
requirements  of  section  501(c)(3)  shall 
be  exempt  under  section  501(a)  by  rea¬ 
son  of  being  described  in  section  501(c) 
(3)  only  if  it  files  the  notification  under 
section  508(a). 


(vi)  For  the  treatment  of  community 
trusts,  and  the  trusts  or  funds  compris¬ 
ing  them,  under  section  508,  see  the  spe¬ 
cial  rules  under  §  1.170A-9(e) . 

(vii)  A  foreign  organization  shall,  for 
purposes  of  section  508,  be  treated  in  the 
same  manner  as  a  domestic  organization, 
except  that  section  508  shall  not  apply  to 
a  foreign  organization  which  is  described 
in  section  4948(b) . 

(3)  Exceptions  from  notice,  (i)  Sub- 
paragraphs  (1)  and  (2)  of  this  paragraph 
are  inapplicable  to  the  following  organi¬ 
zations  : 

(a)  Churches,  interchurch  organiza¬ 
tions  of  local  units  of  a  church,  conven¬ 
tions  or  associations  of  churches,  or  in¬ 
tegrated  auxiliaries  of  a  church,  such  as 
a  men’s  or  women’s  organization,  reli¬ 
gious  school,  mission  society,  or  youth 
group; 

(b)  Any  organization  which  is  not  a 
private  foundation  (as  defined  in  section 
509(a))  and  the  gross  receipts  of  which 
in  each  taxable  year  are  normally  not 
more  than  $5,000  (as  described  in  sub¬ 
division  (ii)  of  this  subparagraph) ; 

(c)  Subordinate  organizations  (other 
than  private  foundations)  covered  by  a 
group  exemption  letter;  and 

(d)  Any  other  class  of  organisation 
that  the  Commissioner  from  time  to  time 
excludes  from  the  requirement  of  filing 
notice  under  section  508(a) . 

(ii)  For  purposes  of  subdivision  (i)  (b) 
of  this  subparagraph  and  paragraph  (b) 
(7)  (ii)  of  this  section,  the  gross  receipts 
(as  defined  in  subdivision  (iii)  of  this 
subparagraph)  of  an  organization  are 
normally  not  more  than  $5,000  if — 

(a)  During  the  first  taxable  year  of 
the  organization  the  organization  has  re¬ 
ceived  gross  receipts  of  $7,500  or  less; 

(b)  During  its  first  two  taxable  years 
the  aggregate  gross  receipts  received  by 
the  organization  is  $12,000  or  less;  and 

(c)  In  the  case  of  an  organization 
which  has  been  in  existence  for  at  least 
3  taxable  years,  the  aggregate  gross  re¬ 
ceipts  received  by  the  organization  dur¬ 
ing  the  immediately  preceding  2  taxable 
years,  plus  the  current  year  is  $15,000  or 
less. 

If  an  organization  fails  to  meet  the  re¬ 
quirements  of  (a) ,  (b) ,  or  (c)  of  this  sub¬ 
division,  then  with  respect  to  the  organi¬ 
zation,  such  organization  shall  be  re¬ 
quired  to  file  the  notices  described 
in  section  508  (a)  and  (b)  within 
90  days  after  the  end  of  the  period 
described  in  (a),  (b),  or  (c)  of  this  sub¬ 
division  in  lieu  of  the  period  prescribed  in 
subparagraph  (2)  (i)  of  this  paragraph. 
Thus,  for  example,  if  an  organization 
meets  the  $7,500  requirement  of  (a)  of 
this  subdivision  for  its  first  taxable  year, 
but  fails  to  meet  the  $12,000  requirement 
of  (b)  of  this  subdivision  for  the  period 
ending  with  its  second  taxable  year,  then 
such  organization  shall  meet  the  notifi¬ 
cation  requirements  of  section  508(a)(1) 
and  (b)  and  subparagraph  (2)  (i)  of  this 
paragraph  if  it  files  such  notification 
within  90  days  after  the  close  of  its 
second  taxable  year.  If  an  organization 
which  has  been  in  existence  at  least  3 
taxable  years  meets  the  requirements  of 
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(a),  (b),  and  (c)  of  this  subdivision  with 
respect  to  all  prior  taxable  years,  but 
fails  to  meet  the  requirements  of  (c)  of 
this  subdivision  with  respect  to  the  cur¬ 
rent  taxable  year,  then  even  if  the 
organization  fails  to  make  such  notifica¬ 
tion  within  90  days  after  the  close  of 
the  current  taxable  year,  section  508(a) 

(1)  and  (b)  shall  not  apply  with  respect 
to  its  prior  years.  In  such  a  case,  the 
organization  shall  not  be  treated  as  an 
organization  described  in  section  501 
(c)  (3)  for  a  period  beginning  with  such 
current  taxable  year  and  ending  when 
such  notice  is  given  under  section  508 

(a)  (2). 

(iii)  For  a  definition  of  “gross  re¬ 
ceipts”  for  purposes  of  subdivision  (i)  (b) 
of  this  subparagraph  and  paragraph 

(b)  (7)  (ii)  of  this  section,  see  §  1.6033-2 
(g)(4). 

(4)  Voluntary  filings  by  new  organi¬ 
zations  excepted  from,  filing  notice.  Any 
organization  excepted  from  the  require¬ 
ment  of  filing  notice  under  section  508(a) 
will  be  exempt  from  taxation  under  sec¬ 
tion  501(c)(3)  if  it  meets  the  require¬ 
ments  of  that  section,  whether  or  not  it 
files  the  notice  under  section  508(a). 
However,  in  order  to  establish  its  exemp¬ 
tion  with  the  Internal  Revenue  Service 
and  receive  a  ruling  or  determination 
letter  recognizing  its  exempt  status,  an 
oganization  excepted  from  the  notice  re¬ 
quirement  by  reason  of  subparagraph  (3) 
of  this  paragraph  should  file  proof  of  its 
exemption  in  the  manner  prescribed  in 
§  1.501(a)-l. 

(b)  Presumption  that  old  and  new 
organizations  are  private  foundations — 
(1)  In  general.  Under  section  508(b) ,  ex¬ 
cept  as  provided  in  subparagraph  (7)  of 
this  paragraph,  any  organization  (in¬ 
cluding  an  organization  in  existence  on 
October  9,  1969)  which  is  described  in 
section  501(c)(3),  and  which  does  not 
notify  the  Commissioner  within  the  time 
and  in  the  manner  prescribed  in  sub- 
paragraph  (2)  of  this  paragraph  that  it 
is  not  a  private  foundation,  will  be  pre¬ 
sumed  to  be  a  private  foundation. 

(2)  Filing  of  notice,  (i)  Except  as  pro¬ 
vided  in  subparagraph  (7)  of  this  para¬ 
graph,  an  organization  must  file  the 
notice  described  in  section  508(b)  within 
15  months  from  the  end  of  the  month 
in  which  such  organization  was  orga¬ 
nized,  or  before  the  90th  day  after  final 
regulations  under  section  508(b)  are  filed 
by  the  Federal  Regis  :er,  whichever 
comes  later.  Pursuant  to  §  53.4947-1 

(b)  (3)  of  this  chapter  a  charitable  trust 
described  in  section  4947(a)(1)  will  be 
regarded  as  if  organized  on  the  day  on 
which  it  first  becomes  subject  to  section 
4947(a)(1)  if  it  wants  its  section  509 
(a)(3)  status  recognized  under  section 
508(b).  For  other  rules  pertaining  to 
when  a  trust  is  “organized”,  see  para¬ 
graph  (a)  (2)  (iv)  of  this  section. 

(ii)  Any  organization  filing  notice 
under  this  paragraph  that  has  received 
a  ruling  or  determination  letter  from  the 
Internal  Revenue  Service  dated  on  or  be¬ 
fore  July  13,  1970,  recognizing  its  exemp¬ 
tion  from  taxation  under  section  501 

(c)  (3)  (or  the  corresponding  provisions 
of  prior  law),  shall  file  the  notice  de¬ 


scribed  in  section  508(b)  by  submitting  a 
properly  completed  and  executed  Form 
4653,  Notification  Concerning  Founda¬ 
tion  Status. 

(iii)  The  financial  schedule  on  Form 
4653  need  be  completed  only  if  the  orga¬ 
nization  is,  or  thinks  it  might  be,  de¬ 
scribed  in  section  170(b)(1)(A)  (iv)  or 
(vi)  or  section  509(a)(2). 

(iv)  Any  organization  filing  notice 
under  this  paragraph  that  has  not  re¬ 
ceived  a  ruling  or  determination  letter 
from  the  Internal  Revenue  Service  dated 
on  or  before  July  13,  1970,  recognizing  its 
exemption  from  taxation  under  section 
501(c)(3)  (or  the  corresponding  pro¬ 
visions  of  prior  law),  shall  file  its  notice 
by  submitting  a  properly  completed  and 
executed  Form  1023  and  providing  in¬ 
formation  that  it  is  not  a  private  founda¬ 
tion.  The  organization  shall  also  submit 
all  information  required  by  the  regula¬ 
tions  under  section  170  or  509  (which¬ 
ever  is  applicable)  necessary  to  estab¬ 
lish  recognition  of  its  classification  as  an 
organization  described  in  section  509(a) 

(1) ,  (2),  (3),  or  (4).  A  Form  1023  sub¬ 
mitted  prior  to  July  14,  1970,  will  satisfy 
this  requirement  if  the  organization  sub¬ 
mits  an  additional  statement  that  it  is 
not  a  private  foundation  together  with 
all  pertinent  additional  information  re¬ 
quired.  Any  statement  filed  under  this 
subdivision  shall  be  accompanied  by  a 
written  declaration  by  the  principal 
officer,  manager  or  authorized  trustee 
that  there  is  a  reasonable  basis  in  law 
and  in  fact  for  the  statement  that  the 
organization  so  filing  is  not  a  private 
foundation,  and  that  to  the  best  of  the 
knowledge  and  belief  of  such  officer, 
manager  or  trustee,  the  information  sub¬ 
mitted  is  complete  and  correct. 

(v)  The  notice  filed  under  subdivi¬ 
sion  (ii)  of  this  subparagraph  should 
be  filed  in  accordance  with  tho  instruc¬ 
tions  applicable  to  Form  4653.  The  notice 
required  by  subdivision  (iv)  of  this  sub- 
paragraph  should  be  filed  with  the  dis¬ 
trict  director.  An  extension  of  time  for 
the  filing  of  such  notice  may  be  granted 
by  the  director  of  the  Internal  Revenue 
Service  Center  or  district  director  upon 
timely  request  by  the  organization  to 
such  person,  if  the  organization  demon¬ 
strates  that  additional  time  is  required. 

(3)  Effect  of  notice  upon  the  filing 
organization,  (i)  The  notice  filed  under 
this  paragraph  may  not  be  relied  upon 
by  the  organization  so  filing  unless  and 
until  the  Internal  Revenue  Service  noti¬ 
fies  the  organization  that  it  is  an  or¬ 
ganization  described  in  paragraph  (1), 

(2) ,  (3),  or  (4)  of  section  509(a).  For 
purposes  of  the  preceding  sentence,  an 
organization  that  has  filed  notice  under 
section  508(b),  and  has  previously  re¬ 
ceived  a  ruling  that  it  is  an  organization 
described  in  section  170(b)  (1)  (A)  (other 
than  subdivisions  (vii)  and  (viii)  of  sub- 
paragraph  (2),  of  this  paragraph),  will 
be  considered  to  have  been  notified  by 
the  Internal  Revenue  Service  that  it  is  an 
organization  described  in  paragraph  (1) 
of  section  509(a)  if  (a)  the  facts  and 
circumstances  forming  the  basis  for  the 
issuance  of  such  ruling  have  not  sub¬ 
stantially  changed,  and  (b)  the  ruling 


issued  under  that  section  has  not  been 
revoked  expressly  or  by  a  subsequent 
change  of  the  law  or  regulations  under 
which  the  ruling  was  issued 

(ii)  If  an  organization  has  filed  a  no¬ 
tice,  pursuant  to  section  508(b),  that  it 
is  not  a  private  foundation,  has  desig¬ 
nated  only  one  paragraph  of  section  509 

(a)  under  which  it  claims  recognition  of 
its  classification  (such  as  an  organiza¬ 
tion  described  in  section  509(a)  (2) ) ,  and 
it  has  received  a  ruling  or  determination 
letter  recognizing  that  it  is  not  a  private 
foundation,  but  the  ruling  or  determina¬ 
tion  letter  fails  to  designate  the  para¬ 
graph  under  section  509(a)  in  which  it  is 
described,  then  it  will  be  treated  as  de¬ 
scribed  under  the  paragraph  designated 
by  the  organization,  until  such  ruling  or 
determination  letter  is  modified  or  re¬ 
voked.  The  rule  in  the  preceding  sen¬ 
tence  shall  not  apply  where  an  organiza¬ 
tion  has  indicated  either  that  it  does  not 
know  its  status  under  section  509(a)  or 
tha  it  is  claiming  recognition  of  its 
status  under  more  than  one  paragraph 
of  section  509(a) . 

(4)  Effect  on  of  notice  upon  grantors 
or  contributors  to  the  filing  organization. 
(i)  Any  organization  which  has  properly 
filed  the  notice  described  in  section  508 

(b)  prior  to  90  days  after  the  date  on 
which  the  final  regulations  under  section 
508  are  filed  by  the  Federal  Register  will 
not  be  treated  as  a  private  foundation 
for  purposes  of  making  any  determina¬ 
tion  under  the  internal  revenue  laws  with 
respect  to  a  grantor  or  contributor  there¬ 
to,  unless  the  organization  is  controlled 
directly  or  indirectly  by  such  grantor  or 
contributor,  if  by  the  30th  day  after  the 
day  on  which  such  notice  is  filed  the  or¬ 
ganization  has  not  been  notified  by  the 
Commissioner  that  the  notice  filed  by 
such  organization  has  failed  to  establish 
that  such  organization  is  not  a  private 
foundation.  See  subparagraph  (6)  of  this 
paragraph  for  the  effect  of  an  adverse 
notice  by  the  Internal  Revenue  Service. 
For  purposes  of  this  subdivision,  an  or¬ 
ganization  which  has  properly  filed  the 
notice  described  in  section  508(b)  prior 
to  90  days  after  the  date  on  which  the 
final  regulations  under  section  508  are 
filed  by  the  Federal  Register,  and  which 
has  claimed  recognition  of  its  status  un¬ 
der  only  one  paragraph  of  section  509(a) 
in  such  notice,  will  be  treated  only  for 
purposes  of  grantors  or  contributors  as 
having  the  classification  claimed  in  the 
notice  if  the  provisions  of  this  subdivi¬ 
sion  are  otherwise  satisfied. 

(ii)  Grantors  or  contributors  may  not 
rely  upon  the  provisions  of  subdivision 
(i)  of  this  subparagraph  with  respect  to 
grants  or  contributions  made  to  any  or¬ 
ganization  which  has  properly  filed  the 
notice  described  in  section  508(b)  more 
than  90  days  after  the  date  on  which 
final  regulations  under  section  508  are 
filed  by  the  Federal  Register. 

(5)  Statement  that  old  and  new  or¬ 
ganizations  are  operating  foundations. 
(i)  Any  organization  (including  an  or¬ 
ganization  in  existence  on  October  9, 
1969)  which  is  described  in  section  501  (c) 

(3)  may  submit  a  statement,  in  the  form 
and  manner  provided  for  notice  in  sub- 
paragraph  (2)  of  this  paragraph,  that  it 
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is  an  operating  foundation  (as  defined  in 
section  4942(j)(3)  and  include  in  such 
statement: 

(a)  Necessary  supporting  information 
as  required  by  the  regulations  under  sec¬ 
tion  4942(j)  (3)  to  confirm  such  deter¬ 
mination  (including  a  statement  identi¬ 
fying  the  clause  of  section  4942 (j)  (3)  (B) 
that  is  applicable) ;  and 

(b)  A  written  declaration  by  the  prin¬ 
cipal  officer,  manager  or  authorized 
trustee  that  there  is  a  reasonable  basis  in 
law  and  in  fact  that  the  organization  so 
filing  is  an  operating  foundation,  and 
that  to  the  best  of  the  knowledge  and  be¬ 
lief  of  such  officer,  manager  or  trustee, 
the  information  submitted  is  complete 
and  correct. 

(ii)  The  statement  filed  under  this 
subparagraph  may  not  be  relied  upon  by 
the  organization  so  filing  unless  and 
until  the  Internal  Revenue  Service  noti¬ 
fies  the  organization  that  it  is  an  operat¬ 
ing  foundation  described  in  section  4942 
(j)(3). 

(Jii)  Any  organization  which  has  prop¬ 
erly  filed  the  statement  described  in  this 
subparagraph  prior  to  90  days  after  the 
date  on  which  the  final  regulations  under 
section  508  are  filed  by  the  Federal  Reg¬ 
ister  will  be  treated  as  an  operating 
foundation  for  purposes  of  making  any 
determination  under  the  internal  reve¬ 
nue  laws  with  respect  to  a  grantor  or 
contributor  thereto,  unless  the  organiza¬ 
tion  is  controlled  directly  or  indirectly 
by  such  grantor  or  contributor,  if  by  the 
30th  day  after  the  day  on  which  such 
statement  is  filed  the  organization  has 
not  been  notified  by  the  Commissioner 
or  his  delegate  that  its  statement  has 
failed  to  establish  that  such  organization 
is  an  operating  foundation.  See  subpara¬ 
graph  (6)  of  this  paragraph  for  the  ef¬ 
fect  of  an  adverse  notice  by  the  Internal 
Revenue  Service.  However,  grantors  or 
contributors  may  not  rely  upon  the  pro¬ 
visions  of  this  subdivision  with  respect 
to  grants  or  contributions  made  to  any 
organization  which  has  properly  filed  the 
statement  described  in  this  subparagraph 
more  than  90  days  after  the  date  on 
which  final  regulations  under  section  508 
are  filed  by  the  Federal  Register. 

(6)  Effect  of  notice  by  Internal  Reve¬ 
nue  Service  concerning  organization’s 
notice  or  statement.  Subparagraph  (4) 
and  subdivision  (iii)  of  subparagraph  (5) 
of  this  paragraph  shall  have  no  effect: 

(i)  With  respect  to  a  grantor  or  con¬ 
tributor  to  any  organization  for  any  pe¬ 
riod  after  the  date  on  which  the  Internal 
Revenue  Service  makes  notice  to  the  pub¬ 
lic  (such  as  by  publication  in  the  Inter¬ 
nal  Revenue  Bulletin)  that  a  grantor 
or  contributor  to  such  organization  can 
no  longer  rely  upon  the  notice  or  state1 
ment  submitted  by  such  organization; 
and 

(ii)  Upon  any  grant  or  contribution 
made  to  an  organization  on  or  after  the 
date  on  which  a  grantor  or  contributor 
acquired  knowledge  that  the  Internal 
Revenue  Service  has  given  notice  to  such 
organization  that  its  notice  or  statement 
has  failed  to  establish  that  such  organi¬ 
zation  either  is  not  a  private  foundation, 
or  is  an  operating  foundation,  as  the  case 
may  be. 


(7)  Exceptions  from  notice.  Subpara¬ 
graphs  (1)  and  (2)  of  this  paragraph 
are  inapplicable  to  the  following  organi¬ 
zations: 

(i)  Churches,  interchurch  organiza¬ 
tions  of  local  units  of  a  church,  conven¬ 
tions  or  associations  of  churches,  or 
integrated  auxiliaries  of  a  church,  such 
as  a  men’s  or  women’s  organization,  re¬ 
ligious  school,  mission  society,  or  youth 
group; 

(ii)  Any  organization  which  is  not  a 
private  foundation  (as  defined  in  sec¬ 
tion  509(a))  and  the  gross  receipts  of 
which  in  each  taxable  year  are  nor¬ 
mally  not  more  than  $5,000  (as  described 
in  paragraph  (a)  (3)  (ii)  of  this  section) ; 

(iii)  Subordinate  organizations  (other 
than  private  foundations)  covered  by  a 
group  exemption  letter  but  only  if  the 
parent  or  supervisory  organization  sub¬ 
mits  a  notice  covering  the  subordinates; 
and 

(iv)  Any  other  class  of  organization 
that  the  Commissioner  from  time  to  time 
excludes  from  the  notification  require¬ 
ments  of  section  508(b) . 

(8)  Voluntary  filings  by  organizations 
excepted  from  filing  notice.  Any  organi¬ 
zation  that  is  excepted  from  the  notice 
requirement  of  section  508(b)  by  rea¬ 
son  of  subdivisions  (i),  (ii),  and  (iv)  of 
subparagraph  (7)  of  this  paragraph  may 
receive  the  benefits  of  subparagraph  (4) 
of  this  paragraph  by  filing  the  notice 
described  in  section  508(b). 

§  1.508—2  Disallowance  of  certain  char¬ 
itable,  etc.,  deductions. 

(a)  Gift  or  bequest  to  organizations 
subject  to  section  507(c)  tax — (1)  Gen¬ 
eral  rule.  No  gift  or  bequest  made  to  an 
organization  upon  which  the  tax  pro¬ 
vided  by  section  507(c)  has  been  im¬ 
posed  shall  be  allowed  as  a  deduction 
under  sections  170,  545(b)  (2),  556(b)  (2), 
642(c) .  2055,  2106(a)  (2) ,  wr  2522,  if  such 
gift  or  bequest  is  made: 

(1)  By  any  person  after  notification  has 
been  made  under  section  507(a),  or 

(ii)  By  a  substantial  contributor  (as 
defined  in  section  507(d)  (2) )  in  his  tax¬ 
able  year  which  includes  the  first  day  on 
which  action  is  taken  by  such  organi¬ 
zation  which  culminates  in  the  imposi¬ 
tion  of  tax  under  section  507(c)  and  any 
subsequent  taxable  year. 

For  purposes  of  subdivision  (ii)  of  this 
subparagraph,  the  first  day  on  which  ac¬ 
tion  is  taken  by  an  organization  which 
culminates  in  the  imposition  of  tax  un¬ 
der  section  507(c)  shall  be  determined 
under  the  rules  set  forth  in  §  1. 507-7  (b) 
(1)  and  (2). 

(2)  Exception.  Subparagraph  (1)  of 
this  paragraph  shall  not  apply  if  the 
entire  amount  of  the  unpaid  portion  of 
the  tax  imposed  by  section  507(c)  is 
abated  by  the  Commissioner  under  sec¬ 
tion  507(g). 

(b)  Gift  or  bequest  to  taxable  private 
foundation,  section  4947  trust,  etc. — (1) 
General  rule,  (i)  Except  as  provided  in 
subparagraph  (2)  of  this  paragraph,  no 
gift  or  bequest  made  to  an  organization 
shall  be  allowed  as  a  deduction  under 
section  170,  545(b)(2),  556(b)(2),  642 
(c),  2055,  2106(a)(2),  or  2522,  if  such 
gift  or  bequest  is  made: 


(a)  To  a  private  foundation  or  a  trust 
described  in  section  4947  in  a  taxable  year 
for  which  it  fails  to  meet  the  require¬ 
ments  of  section  508(e)  (determined 
without  regard  to  section  508(e)  (2)  (B) 
and  (C)),  or 

(b)  To  any  organization  in  a  period 
for  which  it  is  not  treated  as  an  organiza¬ 
tion  described  in  section  501(c)(3)  by 
reason  of  section  508(a) . 

(ii)  For  purposes  of  subdivision  (i)  (a) 
of  this  subparagraph  the  term  “taxable 
year”  refers  to  the  taxable  year  of  the 
donee  or  beneficiary  organization.  In  the 
event  a  bequest  is  made  to  a  private 
foundation  or  trust  described  in  section 
4947  which  is  not  in  existence  at  the  date 
of  the  testator’s  death  (but  which  is  cre¬ 
ated  under  the  terms  of  the  testator’s 
will) ,  the  term  “taxable  year”  shall  mean 
the  first  taxable  year  of  the  private 
foundation  or  trust. 

(iii)  For  purposes  of  subdivision  (i) 
(a)  of  this  subparagraph,  an  organiza¬ 
tion  does  not  fail  to  meet  the  require¬ 
ments  of  section  508(e)  for  a  taxable 
year,  unless  it  fails  to  meet  such  require¬ 
ments  for  the  entire  year.  Therefore,  even 
if  a  donee  organization  fails  to  meet  the 
requirements  of  section  508(e)  on  the 
date  it  receives  a  grant  from  a  donor,  the 
donor’s  grant  will  not  be  disallowed  by 
operation  of  section  508(d)  (2)  (A)  and 
subdivision  (i)  (a)  of  this  subparagraph, 
if  the  organization  meets  the  require¬ 
ments  of  section  508(e)  (determined 
without  regard  to  section  508(e)  (2)  (B) 
or  (C) )  by  the  end  of  its  taxable  year. 

(iv)  No  deduction  will  be  disallowed 
under  section  508(d)  (2)  (A)  with  respect 
to  a  deduction  under  section  170,  545(b) 
(2),  556(b)  (2),  642(c),  2055,  2106(a)(2), 
or  2522  if  during  the  taxable  year  in 
question,  the  private  foundation  or  trust 
described  in  section  4947  has  instituted 
a  judicial  proceeding  which  is  necessary 
to  reform  its  governing  instrument  or 
other  instrument  in  order  to  meet  the  re¬ 
quirements  of  section  508(e)(1).  This 
subdivision  shall  not  apply  unless  within 
a  reasonable  time  such  judicial  proceed¬ 
ings  succeed  in  so  reforming  such 
instrument. 

(v)  For  purposes  of  subdivision  (i)  (a) 
of  this  subparagraph,  no  deduction  will 
be  disallowed  under  section  508(d)(2) 
(A)  for  any  taxable  year  beginning  be¬ 
fore  January  1,  1972,  with  respect  to  a 
private  foundation  or  trust  described  in 
section  4947  organized  before  January  1, 
1970.  See,  also  §  1. 508-3  (g)  regarding 
transitional  rules  for  extending  com¬ 
pliance  with  section  508(e)(1). 

(vi)  (a)  Under  section  4947(a)  (2)  cer¬ 
tain  split-interest  trusts  are  not  subject 
to  the  provisions  of  section  4942  for  the 
period  such  a  trust  is  described  in  section 
4947(a)(2).  Similarly,  certain  split- 
interest  trusts  described  in  section  4947 
(b)  (3)  are  not  subject  to  the  provisions 
of  section  4943  and  4944  for  the  period 
such  a  trust  is  described  in  section  4947 
(b)(3).  TTierefore,  with  respect  to  sec¬ 
tion  4942  or  sections  4942,  4943,  and  4944 
(as  the  case  may  be)  if  the  governing  in¬ 
strument  of  a  trust  to  which  this  sub¬ 
division  applies  contains  provisions  to 
the  effect  that  the  trust  must  comply 
with  the  provisions  of  section  4942,  or 
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sections  4942,  4943,  and  4944  (as  the  case 
may  be)  to  the  extent  made  applicable 
by  the  Code,  such  governing  instrument 
shall  meet  the  requirements  of  section 
508(e).  However,  if  such  a  governing  in¬ 
strument  is  silent  with  respect  to  section 
4942,  or  sections  4942,  4943,  and  4944  (as 
the  case  may  be) ,  then  such  a  governing 
instrument  shall  not  have  met  the  re¬ 
quirements  of  section  508(e)(1).  This 
subdivision  shall  apply  to  the  governing 
instrument  of  a  trust  described  in  sec¬ 
tion  4947(a)(2),  which  governing  in¬ 
strument  was  executed  after  the  90th  day 
after  final  regulations  under  section  508 
are  filed  by  the  Federal  Register,  but 
only  if  such  trust  will  by  its  terms  become 
a  trust  described  in  section  4947(a)  (1) . 

(b)  This  subdivision  may  be  illustrated 
by  the  following  example: 

Example.  H  executes  a  will  on  January  X, 
1977,  establishing  a  charitable  remainder 
trust  (as  described  In  section  664)  with  In¬ 
come  payable  to  W.  his  wile,  for  life,  re¬ 
mainder  In  trust  in  perpetuity  for  the  bene¬ 
fit  of  an  organization  described  In  section 
170(c).  By  Its  terms  the  trust  will  become  a 
trust  described  In  section  4947(a)(1),  and 
will  become  a  private  foundation.  The  will 
provides  that  the  trust  Is  prohibited  from 
engaging  In  activities  which  would  subject 
Itself  or  Its  foundation  manager  to  taxes 
under  sections  4941  or  4945  of  the  Code.  The 
will  Is  silent  as  to  sections  4942,  4943  and 
4944.  H  dies  February  12,  1978.  Unless  the 
trust’s  governing  Instrument  Is  amended 
prior  to  the  end  of  the  trust's  first  taxable 
year,  or  judicial  proceedings  have  been  Insti¬ 
tuted  under  subdivision  (lv)  of  this  sub- 
paragraph,  section  508(d)  (2)  (A)  will  operate 
to  disallow  any  deduction  to  H’s  estate  under 
section  2055  with  respect  to  such  trust. 

(vii)  In  the  case  of  a  contribution  or 
bequest  to  a  trust  described  in  section 
4947(a)(2)  other  than  a  trust  to  which 
subdivision  (vi)  of  this  subparagraph 
applies,  no  deduction  shall  be  disallowed 
by  application  of  section  508(d)  (2)  (A) 
on  the  grounds  that  such  trust’s  govern¬ 
ing  instrument  contained  no  provision 
with  respect  to  section  4942.  Similarly,  if 
for  a  taxable  year  such  a  trust  is  also 
described  in  section  4947(b)(3),  no  de¬ 
duction  for  such  year  shall  be  so  disal¬ 
lowed  on  the  grounds  that  the  governing 
instrument  contained  no  provision  with 
respect  to  section  4943  or  4944. 

(viii)  A  charitable  trust  described  in 
section  4947(a)(1)  is  treated  as  an  or¬ 
ganization  described  in  section  501(c)  (3) 
even  if  such  trust  failed  to  file  the  noti¬ 
fication  required  under  section  508(a). 
Therefore,  subdivision  (i)  (b)  of  this  sub- 
paragraph  is  not  applicable  to  such  a 
trust. 

(2)  Transitional  rules.  Any  deduction 
which  would  otherwise  be  allowable 
under  section  642(c)(2),  2106(a)(2),  or 
2055  shall  not  be  disallowed  under  sec¬ 
tion  508(d)(2)(A)  if  such  deduction  is 
attributable  to: 

(i)  Property  passing  under  the  terms 
of  a  will  executed  on  or  before  October  9, 
1969, 

(a)  If  the  decedent  dies  after  Octo¬ 
ber  9,  1969,  but  before  October  9,  1972, 
without  having  amended  any  dispositive 
provision  of  the  will  after  October  9, 
1969,  by  codicil  or  otherwise. 


(b)  If  the  decedent  dies  after  Octo¬ 
ber  9,  1969,  and  at  no  time  after  that 
date  had  the  right  to  change  the  portions 
of  the  will  which  pertains  to  the  passing 
of  property  to,  or  for  the  use  of,  an  or¬ 
ganization  described  in  section  170(c)  (2) 
(B)  or  2055  (a) ;  or 

(c)  If  no  dispositive  provision  of  the 
will  is  amended  by  the  decedent,  by 
codicil  or  otherwise,  before  October  9, 
1972,  and  the  decedent  is  on  October  9, 
1972,  and  at  all  times  thereafter  under  a 
mental  (Usability  (as  defined  in  §  1.642 

(c)  — 2(b)  (2)  (U) )  to  amend  the  wiU  by 
codicil  or  otherwise;  or 

(ii)  Property  transferred  in  trust  on  or 
before  October  9, 1969, 

(a)  If  the  grantor  dies  after  October  9, 
1969,  but  before  October  9,  1972,  without 
having  amended,  after  October  9,  1969, 
any  dispositive  provision  of  the  instru¬ 
ment  governing  the  disposition  of  the 
property, 

(b)  If  the  property  transferred  was  an 
irrevocable  interest  to,  or  for  the  use  of, 
an  organization  described  in  section  170 
(e)  (2)  (B)  or  2055(a) ;  or 

(c)  In  the  case  of  a  deduction  under 
section  2106(a)  (2)  or  2055;  if  no  disposi¬ 
tive  provision  of  the  instrument  govern¬ 
ing  the  disposition  of  the  property  is 
amended  by  the  grantor  before  October  9, 
1972,  and  the  grantor  is  on  October  9, 
1972,  and  at  all  times  thereafter  under  a 
mental  disability  (as  defined  in  $  1.642 
(c)-2(b)  (2)  (ii) )  to  change  the  disposi¬ 
tion  of  the  property:  or 

(d)  In  the  case  of  a  deduction  under 
section  642(c)(2)(A),  if  the  grantor  is 
at  all  times  after  October  9,  1969,  under 
a  mental  disability  (as  defined  in  8  1.642 
(c)-2(b)  (2)  (ii) )  to  change  the  terms  of 
the  trust. 

See  also  §  1.508-3  (g)  regarding  the  ex¬ 
tension  of  time  for  compliance  with  sec¬ 
tion  508(e),  5  1.664-1 (g)(3)(h)  regard¬ 
ing  the  special  transitional  rule  for 
charitable  remainder  annuity  and  uni¬ 
trusts  described  in  section  664  which  were 
created  subsequent  to  July  31,  1969,  and 
prior  to  30  days  after  the  publication  of 
final  regulations  under  section  664,  and 
§  20.2055-2 (e)  (4)  of  this  chapter  regard¬ 
ing  the  rules  for  determining  if  the  dis¬ 
positive  provisions  have  been  amended. 

§  1.508—3  Governing  instruments. 

(a)  General  rule.  A  private  founda¬ 
tion  shall  not  be  exempt  from  taxation 
under  section  501(a)  unless  prior  to  the 
end  of  its  taxable  year  its  governing  in¬ 
strument  includes  provisions  the  effects 
of  which  are: 

(1)  To  require  distributions  at  such 
times  and  in  such  manner  as  not  to  sub¬ 
ject  the  foundation  to  tax  under  section 
4942;  and 

(2)  To  prohibit  the  foundation  from 
engaging  in  any  act  of  self-dealing  (as 
defined  in  section  4941(d) ) ,  from  retain¬ 
ing  any  excess  business  holdings  (as 
defined  in  section  4943(c) ) ,  from  making 
any  investments  in  such  manner  as  to 
subject  the  foundation  to  tax  under  sec¬ 
tion  4944,  and  from  making  any  taxable 
expenditures  (as  defined  in  section 
4945(d)). 


(b)  Effect  and  nature  of  governing 
instrument — (1)  In  general.  Except  as 
provided  in  paragraph  (d)  of  this  sec¬ 
tion,  the  provisions  of  a  foundation’s 
governing  instrument  must  require  or 
prohibit,  as  the  case  may  be,  the  founda¬ 
tion  to  act  or  refrain  from  acting  so  that 
the  foundation,  and  any  foundation 
managers  or  other  disqualified  persons 
with  respect  thereto,  shall  not  be  liable 
for  any  of  the  taxes  imposed  by  sec¬ 
tions  4941,  4942,  4943,  4944,  and  4945  of 
the  Code  or,  in  the  case  of  a  split-interest 
trust  described  in  section  4947(a)  (2) ,  any 
of  the  taxes  imposed  by  those  sections  of 
chapter  42  made  applicable  under  sec¬ 
tion  4947(a)(2).  Specific  reference  to 
these  sections  of  the  Code  will  generally 
be  required  to  be  included  in  the  govern¬ 
ing  instrument,  unless  equivalent  lan¬ 
guage  is  used  which  is  deemed  by  the 
Commissioner  to  have  the  same  full  force 
and  effect.  However,  a  governing  instru¬ 
ment  which  contains  only  language  suf¬ 
ficient  to  satisfy  the  requirements  of  the 
organizational  test  under  $  1.501(c)(3)- 
1(b)  will  not  be  considered  as  meeting 
the  requirements  of  this  subparagraph, 
regardless  of  the  interpretation  placed 
on  such  language  as  a  matter  of  law  by  a 
State  court  in  a  particular  jurisdiction, 
unless  the  requirements  of  paragraph  (d) 
of  this  section  are  satisfied. 

(2)  Corpus.  A  governing  instrument 
does  not  meet  the  requirements  of  para¬ 
graph  (a)(1)  of  this  section  if  it  ex¬ 
pressly  prohibits  the  distribution  of  cap¬ 
ital  or  corpus. 

(3)  Savings  provisions.  For  purposes 
of  section  508(d)  (2)  (A)  and  (e),  a  gov¬ 
erning  instrument  need  not  include  any 
provision  which  is  inconsistent  with  sec¬ 
tion  101(1),  (2),  (3),  (4),  or  (5)  of  the 
Tax  Reform  Act  of  1969  (83  Stat.  533) 
with  respect  to  the  organization.  Com¬ 
pliance  with  subparagraph  (1)  of  this 
paragraph  will  have  the  effect  of  exclud¬ 
ing  all  such  inconsistent  provisions.  In 
the  alternative,  the  governing  instru¬ 
ment  may  incorporate  any  provision  con¬ 
tained  in  section  101(1)  (2),  (3),  (4),  or 
(5)  of  the  Tax  Reform  Act  of  1969  as 
a  specific  exception  to  the  general  provi¬ 
sions  of  paragraph  (a)  of  this  section 
if  such  provision  has  pertinence  with  re¬ 
spect  to  such  organization.  However,  the 
governing  instrument  of  such  organiza¬ 
tion  must  nevertheless  contain  all  of  the 
provisions  specified  in  paragraph  (a)  of 
this  section  with  respect  to  all  acts  or 
failures  to  act  to  which  the  provisions 
of  section  101(1)  (2)’,  (3),  (4),  or  (5)  of 
the  Tax  Reform  Act  of  1969  do  not  apply. 

(4)  Excess  holdings.  For  purposes  of 
paragraph  (a)(2)  of  this  section,  the 
prohibition  against  “retaining  any  excess 
business  holdings  (as  defined  in  section 
4943(c))’’  shall  be  deemed  only  to  pro¬ 
hibit  the  foundation  from  retaining  any 
excess  business  holdings  when  such  hold¬ 
ings  would  subject  the  foundation  to  tax 
under  section  4943(a). 

(5)  Revoked  ruling  on  status.  In  the 
case  of  an  organization  which — 

(i)  Has,  pursuant  to  section  508(b), 
been  classified  as  an  organization  de¬ 
scribed  in  section  509(a)  (1),  (2),  (3), 
or  (4),  and 
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(ii)  Subsequently  receives  a  ruling  or 
determination  letter  stating  that  it  is  no 
longer  described  in  section  509(a)  (1), 

(2) ,  (3) ,  or  (4) ,  but  is  a  private  founda¬ 
tion  within  the  meaning  of  section  509, 
such  organization  shall  have  1  year  from 
the  date  of  receipt  of  such  ruling  or  de¬ 
termination  letter,  or  the  final  ruling  or 
determination  letter  if  a  protest  is  filed 
to  the  earlier  one,  to  meet  the  require¬ 
ments  of  section  508(e).  Section  508 
(d)(2)(A)  shall  not  be  applicable  with 
respect  to  gifts  and  bequests  made  dur¬ 
ing  this  1-year  period  of  such  require¬ 
ments  are  met  within  the  1-year  period. 

(6)  Judicial  proceedings.  For  pur¬ 
poses  of  paragraphs  (a),  (b)(5),  and 

(d) (3)  of  this  section,  an  organization 
shall  be  deemed  to  have  met  the  require¬ 
ments  of  section  508(e)  within  a  year, 
if  a  judicial  proceeding  which  is  neces¬ 
sary  to  reform  its  governing  instrument 
or  other  instrument  is  instituted  within 
the  year  and  within  a  reasonable  time  the 
organization,  in  fact,  meets  the  require¬ 
ments  of  section  508(e).  For  purposes 
only  of  subparagraph  (5)  of  this  para¬ 
graph  and  (d)(3)  of  this  section,  if  an 
organization  organized  before  January  1, 
1970,  institutes  such  a  judicial  proceeding 
within  such  1-year  period,  section  508 

(e)  (2)  (C)  shall  be  applied  as  if  such  pro¬ 
ceeding  had  been  instituted  prior  to  Jan¬ 
uary  1,  1972. 

(c)  Meaning  of  governing  instrument. 
For  purposes  of  section  508(e),  the  term 
“governing  instrument”  shall  have  the 
same  meaning  as  the  term  “articles  or 
organization”  under  §  1.501(c)  (3)— 1  (b) 
(2).  The  bylaws  of  an  organization  shall 
not  constitute  its  governing  instrument 
for  purposes  of  section  508(e). 

(d)  Effect  of  State  law — (1)  In  gen¬ 
eral.  A  private  foundation's  governing  in¬ 
strument  shall  be  deemed  to  have  been 
amended  to  conform  with  the  require¬ 
ments  of  paragraph  (a)  of  this  section  if 
valid  provisions  of  State  law  have  been 
enacted  which: 

(1)  Require  it  to  act  or  refrain  from 
acting  so  as  not  to  subject  the  founda¬ 
tion,  or  foundation  managers  with  re¬ 
spect  thereto,  to  liability  for  any  of  the 
taxes  imposed  by  section  4941  (relating 
to  taxes  on  self-dealing),  4942  (relating 
to  taxes  on  failure  to  distribute  income) , 
4943  (relating  to  taxes  on  excess  business 
holdings),  4944  (relating  to  taxes  on  in¬ 
vestments  which  jeopardize  charitable 
purpose),  and  4945  (relating  to  taxable 
expenditures) ;  or 

(ii)  Treat  the  required  provisions  as 
contained  in  the  foundation’s  governing 
instrument. 

(2)  Applicability.  Unless  the  provi¬ 
sions  of  State  law  specify  to  the  contrary, 
the  provisions  of  paragraph  (b)  (2),  (3), 
and  (4)  of  this  section  will  be  deemed 
to  apply  with  respect  to  the  governing 
instrument. 

(3)  Validity.  Any  provision  of  State 
law  described  in  subparagraph  (1)  of  this 
paragraph  shall  be  presumed  valid  as 
enacted,  and  in  the  absence  of  State  pro¬ 
visions  to  the  contrary,  to  apply  with  re¬ 
spect  to  any  foundation  that  does  not 
specifically  disclaim  coverage  under 
State  law  (either  by  notification  to  the 
appropriate  State  official  or  by  com- 
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mencement  of  judicial  proceedings) 
unless  and  until  such  provisions  are  de¬ 
clared  invalid  by  a  court  of  competent 
jurisdiction.  If  such  provisions  are  de¬ 
termined  to  be  invalid  by  a  court  of 
competent  jurisdiction,  then  the  organi¬ 
zation  shall  have  a  year  from  the  appli¬ 
cable  date  (as  defined  in  this  subpara¬ 
graph)  within  which  to  meet  the  require¬ 
ments  of  section  508(e) .  If  no  appeal  is 
filed,  such  applicable  date  shall  be  the 
date  the  time  for  filing  an  appeal  from 
the  decision  of  such  court  has  expired.  If 
an  appeal  has  been  filed  to  a  court  of 
intermediate  appellate  jurisdiction  (if 
any),  but  no  appeal  is  filed  from  such 
intermediate  court’s  decision  then  such 
applicable  date  shall  be  the  date  the  time 
for  filing  an  appeal  from  the  decision  of 
such  intermediate  appellate  court  has 
expired.  If  an  appeal  is  filed  with  the 
highest  appellate  court,  State  or  Federal, 
such  applicable  date  shall  be  the  date 
such  highest  court  has  declared  the  pro¬ 
visions  of  such  State  law  invalid.  See 
paragraph  (b)  (6)  of  this  section  for  the 
effect  of  certain  judicial  proceedings  that 
are  brought  within  1  year. 

(4)  Conflicting  instrument.  For  tax¬ 
able  years  beginning  after  the  90th  day 
after  final  regulations  under  section  508 
have  been  filed  by  the  Federal  Register 
in  order  for  a  private  foundation  to  re¬ 
ceive  the  benefit  of  coverage  under  any 
State  statute  which  makes  applicable  the 
requirements  of  section  508(e)(1)  (A) 
and  (B),  where  the  statute  by  its  terms 
does  not  apply  to  a  governing  instru¬ 
ment  which  contains  a  mandatory  direc¬ 
tion  conflicting  with  any  of  such  require¬ 
ments,  the  private  foundation  must 
establish  that  its  governing  instrument 
contains  no  mandatory  directions  which 
conflict  with  the  requirements  of  sec¬ 
tion  508(e)(1)  (A)  or  (B),  as  incor¬ 
porated  by  the  State  statute.  General 
language  in  a  governing  instrument  em¬ 
powering  the  trustee  to  make  invest¬ 
ments  without  being  limited  to  those  in¬ 
vestments  authorized  by  law  will  not  be 
regarded  as  a  mandatory  conflicting 
direction. 

(5)  Notice  of  exclusion,  (i)  For  any 
taxable  year  beginning  after  the  90th  day 
after  final  regulations  under  section  508 
have  been  filed  by  the  Federal  Register 
in  the  case  of  a  private  foundation  sub¬ 
ject  to  a  State  statute  which  makes  ap¬ 
plicable  the  requirements  of  section 
508(e)(1)  (A)  and  (B)  to  the  governing 
instruments  of  private  foundations  and 
trusts  described  in  section  4947(a)  (1) 
and  (2),  other  than  those  which  file  a 
notice  excluding  such  a  foundation  from 
such  application,  the  private  foundation 
will  receive  the  benefit  of  such  State 
statute  only  if  it  establishes  that  it  has 
not  filed  a  notice  of  exclusion  with  an 
appropriate  State  official. 

(ii)  This  paragraph  permits  certain 
organizations  that  are  subject  to  the 
provisions  of  such  a  State  law,  to  avoid 
changing  its  governing  instrument  in  or¬ 
der  to  meet  the  requirements  of  section 
508(e)(1),  Since  an  organization  which 
avoids  the  application  of  a  provision  or 
provisions  of  State  law,  such  as  by  filing 
a  notice  of  exclusion,  is  not  entitled  to 


the  benefits  of  this  paragraph,  such  an 
organization  must  meet  the  requirements 
of  section  508(e)(1)  without  regard  to 
this  paragraph  and  except  as  provided 
in  section  508(e)  (2)  (C)  or  paragraph 
(g)  (1)  (i)  (c)  of  this  section  must  change 
its  governing  instrument  to  the  extent 
inconsistent  with  section  508(e)(1). 

(6)  Treatment  of  prevailing  conflict¬ 
ing  clause.  If  provisions  of  State  law  are 
inapplicable  to  a  clause  in  a  governing 
instrument  which  is  contrary  to  the  pro¬ 
visions  of  section  508(e)  (1),  the  require¬ 
ments  of  section  508(e)  are  not  satisfied 
by  a  provision  of  State  law  which  pur¬ 
ports  to  eliminate  the  need  for  litigation 
under  such  circumstances.  Therefore,  ex¬ 
cept  as  otherwise  provided  in  this  section 
unless  the  governing  instrument  is 
changed  or  litigation  is  commenced  pur¬ 
suant  to  section  508(e)(2)(B)  by  an 
organization  organized  before  January  1, 
1970,  or  pursuant  to  paragraph  (g)(1) 

(1)  (b)  of  this  section,  to  amend  the  non- 
conforming  provision  to  meet  the  re¬ 
quirements  of  section  508(e)_(l)  (A)  and 
(B) ,  such  organization  will  not  be  exempt 
from  taxation  pursuant  to  section  508(e) . 

(7)  Retroactive  application  to  grants 
or  bequests.  Solely  for  purposes  of  sec¬ 
tion  508(d)  (2)  (A),  if  valid  provisions  of 
such  a  State  law  apply  retroactively  to 
a  taxable  year  within  which  an  organiza¬ 
tion  has  received  a  grant  or  bequest,  sec¬ 
tion  508(d)(2)(A)  shall  not  apply,  and 
such  grant  or  bequest  shall  not  be  dis¬ 
allowed  by  reason  of  section  508(d)(2) 
(A)  but  only  if  such  valid  provisions  of 
State  law  are  enacted  within  2  years  of 
such  grant  or  bequest. 

(e)  Effect  of  section  508(e)  upon  sec¬ 
tion  4947  trusts.  (1)  A  charitable  trust 
described  in  section  4947(a)(1)  is  sub¬ 
ject  to  all  of  the  provisions  of  paragraph 
(a)  of  this  section.  A  split-interest  trust 
described  in  section  4947(a)(2),  as  long 
as  it  is  so  described,  is  subject  to  the  pro¬ 
visions  of  paragraph  (a)  (2)  of  this  sec¬ 
tion,  except  to  the  extent  that  such  pro¬ 
visions  are  made  inapplicable  to  one  or 
more  interests  in  such  trusts  by  section 
4947  and  the  regulations  thereunder. 
The  governing  instrument  may  except 
amounts  described  in  section  4947(a) 

(2)  (A)  from  the  requirements  of  para¬ 
graph  (a)  of  this  section.  With  respect 
to  amounts  described  in  section  4947(a) 
(2)(B),  only  those  segregated  amounts 
to  which  neither  section  4947(a)  (1)  nor 
section  4947(a)  (2)  applies,  pursuant  to 
§  53.4947-l(c)  (3)  of  this  chapter,  may 
be  excepted  from  paragraph  (a)  of  this 
section. 

(2)  The  governing  instrument  of  a 
split-interest  trust  described  in  section 
4947(a)  (2)  which  consists  solely  of 
amounts  transferred  in  trust  before  May 
27,  1969,  within  the  meaning  of  section 
4947(a)(2)(C)  and  §  53.4947-1  (c)  (5)  of 
this  chapter  need  not  meet  the  require¬ 
ments  of  paragraph  (a)  of  this  section. 
However,  if  any  amount  is  transferred 
to  such  trust  on  or  after  May  27,  1969, 
the  governing  instrument  of  such  trust 
shall  be  subject  to  the  provisions  of  para¬ 
graph  (a)  (2)  of  this  section  to  the  ex¬ 
tent  applicable  unless  such  amounts,  and 
any  income  or  capital  gains  derived 
therefrom,  can  be  separately  accounted 
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for  (within  the  meaning  of  §  53.4947-1 
(c)(4)  of  this  chapter),  in  which  case 
the  governing  instrument  can  limit  the 
application  of  paragraph  (a)  (2)  of  this 
section  to  such  separate  amounts. 

(3)  The  governing  instrument  of  a 
split-interest  trust  described  in  section 
4947(a)(2)  may  contain  provisions  ex¬ 
cluding  the  application  of  sections  4943 
and  4944  to  an  interest  for  the  period 
during  which  it  meets  the  requirements 
of  section  4947(b)(3)  (A)  or  (B).  How¬ 
ever,  see  §  1.508-2(b)  (1)  for  rules  re¬ 
lating  to  the  deductibility  of  grants  or 
bequests  to  such  a  trust. 

(4)  If: 

(i)  A  trust  which  is  described  in  sec¬ 
tion  4947(a)(2)  meets  the  requirements 
of  paragraph  (a)  of  this  section  to  the 
extent  applicable,  and 

(ii)  Such  trust  subsequently  ceases  to 
be  described  in  section  4947(a)(2)  and 
becomes  a  trust  described  in  section 
4947(a)(1), 

then,  prior  to  the  end  of  its  taxable 
year  such  trust  except  as  otherwise  pro¬ 
vided  in  this  section,  must  meet  all  of 
the  requirements  of  paragraph  (a)(1) 
and  (2)  of  this  section  in  order  to  comply 
with  section  508(e). 

(f)  Special  rules  for  existing  private 
foundations.  (1)  Section  508(e)(2) 
makes  the  provisions  of  section  508(e)  (1) 
(and  paragraph  (a)  of  this  section)  in¬ 
applicable  in  the  case  of  any  organiza¬ 
tion  whose  governing  instrument  was 
executed  before  January  1,  1970: 

(1)  To  any  taxable  year  beginning  be¬ 
fore  January  1,  1972; 

(ii)  To  any  period  after  December  31, 

1971,  during  the  pendency  of  any  judi¬ 
cial  proceeding  begun  before  January  1, 

1972,  by  the  private  foundation  which 
is  necessary  to  reform,  or  to  excuse  such 
foundation  from  compliance  with,  its 
governing  instrument  or  any  other  in¬ 
strument  in  order  to  meet  the  require¬ 
ments  of  section  508(e)(1);  and 

(iii)  To  any  period  after  the  termina¬ 
tion  of  any  judicial  proceeding  described 
in  subdivision  (ii)  of  this  subparagraph 
during  which  its  governing  instrument  or 
any  other  instrument  does  not  permit  it 
to  meet  the  requirements  of  section 
508(e)(1). 

(2)  For  purposes  of  subparagraph  (1) 
of  this  paragraph,  and  §  1.508-2  (b)  (1) 
(vi)  (a) ,  a  governing  instrument  will  not 
be  treated  as  executed  before  the  appli¬ 
cable  date,  if,  after  such  date  the  disposi¬ 
tive  provisions  of  the  instrument  are 
amended  (determined  under  rules  similar 
to  the  rules  set  forth  in  §  20.2055-2(e)  (4) 
of  this  chapter) . 

(3)  For  purposes  of  subparagraph  (1) 
(ii)  and  (iii)  of  this  paragraph,  a  private 
foundation  will  be  treated  as  meeting  the 
requirements  of  section  508(e)(2)  (B) 
and  (C)  if  it  has  commenced  a  necessary 
and  timely  proceeding  in  an  appropriate 
court  of  original  jurisdiction  and  such 
court  has  ruled  that  the  foundation’s 
governing  instrument  or  any  other  in¬ 
strument  does  not  permit  it  to  meet  the 
requirements  of  section  508(e)(1).  Such 
foundation  is  not  required  to  commence 
proceedings  in  any  court  of  appellate 
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jurisdiction  in  order  to  comply  with  sec¬ 
tion  508(e)  (2)  (C).  See  also  §  1.508-2(b) 
(2). 

(g)  Extension  of  time  for  compliance 
with  section  508(e) — (1)  In  general,  (i) 
Except  as  provided  in  subdivision  (ii)  of 
this  subparagraph,  section  508(e)  (1) 
shall  not  apply  to  any  private  founda¬ 
tion  (regardless  of  when  organized)  with 
respect — 

(a)  To  any  taxable  year  beginning 
before  the  transitional  date, 

(b)  To  any  period  on  or  after  the 
transitional  date  during  the  pendency 
of  any  judicial  proceeding  begun  before 
the  transitional  date  by  a  private  foun¬ 
dation  to  which  this  paragraph  applies 
which  is  necessary  to  reform,  or  to  ex¬ 
cuse  such  foundation  from  compliance 
with,  its  governing  instrument  or  any 
other  instrument  in  order  to  meet  the 
requirements  of  section  508(e)(1),  and 

(c)  To  any  period  after  the  termina¬ 
tion  of  any  judicial  proceeding  described 
in  (b)  of  this  subdivision  of  this  subpar¬ 
agraph  during  which  its  governing  in¬ 
strument  or  any  other  instrument  does 
not  permit  it  to  meet  the  requirements 
of  section  508<e)(l). 

(ii)  Subdivision  (i)  of  the  subpara¬ 
graph  shall  apply  only  to  gifts  or  be¬ 
quests  referred  to  in  section  508(d)(2) 
(A)  that  are  made  before  the  transi¬ 
tional  date. 

< iii)  For  purposes  of  this  paragraph, 
the  term  “transitional  date"  means  the 
91st  day  after  the  last  of  the  following 
dates: 

(a)  The  day  on  which  regulations  first 
prescribed  under  section  509  becomes 
final,  or 

(b)  The  day  on  which  corrective  and 
clarifying  regulations  under  section  170 
(b)(1)(A)  (including  regulations  relat¬ 
ing  to  community  trusts)  and  designated 
as  §  1.170A-9  becomes  final. 

(2)  Exception:  Private  foundations  re¬ 
ceiving  final  determinations.  Subpara¬ 
graph  (1)  of  this  paragraph  shall  not 
apply  to  any  organization  which  has 
been  issued  a  final  ruling  or  determina¬ 
tion  letter  holding  that  it  is  a  private 
foundation  under  section  509(a).  Such 
organization  must,  except  as  otherwise 
provided  in  section  508(e)  (2)  or  this  sec¬ 
tion,  meet  the  requirements  of  section 
508(e)  within  90  days  from  the  issuance 
of  such  final  ruling  or  determination 
letter.  If  such  organization  meets  the  re¬ 
quirements  of  section  508(e)(1)  by  the 
end  of  the  90-day  period,  it  will  be 
deemed  to  have  met  such  requirements 
from  the  effective  date  of  its  being  de¬ 
scribed  or  treated  as  being  described,  un¬ 
der  section  501  (c)  (3) .  The  filing  of  Forms 
990  and  990AR  or  equivalent,  in  and 
of  itself,  will  not  be  considered  a  final 
ruling  or  determination  (referred  to  in 
this  subparagraph)  that  such  organiza¬ 
tion  is  a  private  foundation  under  sec¬ 
tion  509(a). 

§  1.508 — 1  Effective  dale. 

Except  as  otherwise  provided,  S§  1.508- 
1  through  1.508-3  shall  take  effect  on 
January  1,  1970. 

[FR  Doc.72-6868  Filed  6-5-72:8:46  am] 
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[  26  CFR  Parts  1,  20,  25  1 

INCOME  TAX,  ESTATE,  AND  GIFT 
TAXES 

Qualified  Pension,  Etc.,  Plans  of 
Electing  Small  Business  Corporations 

Notice  is  hereby  given  that  the  regula¬ 
tions  set  forth  in  tentative  form  below 
are  proposed  to  be  prescribed  by  the 
Commissioner  of  Internal  Revenue,  with 
the  approval  of  the  Secretary  of  the 
Treasury  or  his  delegate.  Prior  to  the 
final  adoption  of  such  regulations,  con¬ 
sideration  will  be  given  to  any  comments 
or  suggestions  pertaining  thereto  which 
are  submitted  in  writing  (preferably  six 
copies)  to  the  Commissioner  of  Internal 
Revenue,  Attention:  CC:LR:T,  Wash¬ 
ington,  D.C.  20224,  by  June  7,  1972.  Any 
written  comments  or  suggestions  not  spe¬ 
cifically  designated  as  confidential  in 
accordance  with  26  CFR  601.601(b)  may 
be  inspected  by  any  person  upon  written 
request.  Any  person  submitting  written 
comments  or  suggestions  who  desires  an 
opportunity  to  comment  orally  at  a  pub¬ 
lic  hearing  on  these  proposed  regulations 
should  submit  his  request,  in  writing, 
to  the  Commissioner  by  June  7,  1972.  In 
such  case,  a  public  hearing  will  be  held, 
and  notice  of  the  time,  place,  and  date 
will  be  published  in  a  subsequent  issue 
of  the  Federal  Register  unless  the  per¬ 
son  or  persons  who  have  requested  a 
hearing  withdraw  their  requests  for  a 
hearing  before  notice  of  the  hearing  has 
been  filed  with  the  Office  of  the  Federal 
Register.  The  proposed  regulations  are 
to  be  issued  under  the  authority  con¬ 
tained  in  section  7805  of  the  Internal 
Revenue  Code  of  1954  (68 A  Stat.  917;  26 
U.S.C.  7805). 

[seal]  Johnnie  M.  Walters, 

Commissioner  of  Internal  Revenue. 

In  order  to  prescribe  regulations  under 
section  1379  of  the  Internal  Revenue 
Code  of  1954  as  added  by  section  531  of 
the  Tax  Reform  Act  of  1969  (Public  Law 
91-172,  83  Stat.  654)  and  to  conform 
the  Income  Tax  Regulations,  the  Estate 
Tax  Regulations,  and  the  Gift  Tax  Reg¬ 
ulations  (26  CFR  Parts  1,  20,  and  25) 
under  sections  62,  72,  401,  402,  403,  404, 
405,  1371,  2039,  and  2517  to  the  amend¬ 
ments  made  by  section  531  of  such  Act, 
such  regulations  are  amended  as  follows: 

PART  1— INCOME  TAX;  TAXABLE 
YEARS  BEGINNING  AFTER  DECEM¬ 
BER  31,  1953 

Paragraph  1.  Section  1.62  is  amended 
by  adding  a  new  paragraph  (9)  immedi¬ 
ately  after  paragraph  (8)  thereof  and 
by  revising  the  historical  note.  These 
added  and  revised  provisions  read  as 
follows: 

§  1.62  Statutory  provisions;  adjusted 
gross  income  defined. 

Sec.  62.  Adjusted  gross  income  de¬ 
fined.  *  *  » 

(9)  Pension,  etc.,  plans  of  electing  small 
business  corporations.  The  deduction  allowed 
by  section  1379(b)  (3). 
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Nothing  In  this  section  shall  permit  the  same 
item  to  be  deducted  more  than  once. 

[Sec.  62  as  amended  by  sec.  7(b),  Self- 
Emploved  Individuals  Tax  Retirement  Act 
1962  (76  Stat.  828);  sec.  213(b),  Rev.  Act 
1964  (78  Stat.  62);  sec.  531(b),  Tax  Reform 
Act  1969  (83  Stat.  655)  ] 

Par.  2.  Section  1.62-1  (c)  is  amended 
by  revising  subparagraph  (11)  thereof 
and  by  adding,  immediately  after  sub- 
paragraph  (11),  a  new  subparagraph 
(12).  These  revised  and  added  provi¬ 
sions  read  as  follows: 

§1.62—1  Adjusted  gross  income. 

•  *  *  *  • 

(C)  *  *  * 

(11)  The  deduction  for  moving  ex¬ 
penses  allowed  by  section  217 ; 

(12)  The  deduction  allowed  by  section 
1379(b)  (3)  to  an  individual  or  his  bene¬ 
ficiaries  upon  the  termination  of  rights 
to  receive  benefits  prior  to  the  excluda¬ 
ble  recovery  of  amounts  which  were  in¬ 
cluded  in  the  gross  income  of  a  share¬ 
holder-employee  as  excess  employer  con¬ 
tributions  to  a  pension,  etc.,  plan  of  an 
electing  small  business  corporation. 

•  *  •  •  • 

Par.  3.  Section  1.72-8(a)  (1)  is  amended 
by  adding  a  new  sentence  at  the  end 
thereof.  As  amended,  this  provision  reads 
as  follows: 

§  1.72—8  Effect  of  certain  employer  con¬ 
tributions  with  respect  to  premiums 
or  other  consideration  paid  or  con¬ 
tributed  by  an  employee. 

(a)  Contributions  in  the  nature  of 
compensation — (1)  Amounts  includible 
in  gross  income  of  employee  under  sub¬ 
title  A  of  the  Code  or  prior  income  tax 
laws.  Section  72(f)  provides  that  for  pur¬ 
poses  of  section  72  (c),  (d),  and  (e), 
amounts  contributed  by  an  employer  for 
the  benefit  of  an  employee  or  his  benefi¬ 
ciaries  shall  constitute  consideration 
paid  or  contributed  by  the  employee  to 
the  extent  that  such  amounts  were  in¬ 
cludible  in  the  gross  income  of  the  em¬ 
ployee  under  subtitle  A  of  the  Code  or 
prior  income  tax  laws.  Amounts  to  which 
this  paragraph  applies  include,  for  ex¬ 
ample,  contributions  made  by  an  em¬ 
ployer  to  or  under  a  trust  or  plan  which 
fails  to  qualify  under  the  provisions  of 
section  401(a),  provided  that  the  em¬ 
ployee’s  rights  to  such  contributions  are 
nonforfeitable  at  the  time  the  contribu¬ 
tions  are  made.  See  sections  402(b)  and 
403(c)  and  the  regulations  thereunder. 
This  subparagraph  also  applies  to  pre¬ 
miums  paid  by  an  employer  (other  than 
premiums  paid  on  behalf  of  an  owner- 
employee)  for  life  insurance  protection 
for  an  employee  if  such  premiums  are  in¬ 
cludible  in  the  gross  income  of  the  em¬ 
ployee  when  paid.  See  §  1.72-16.  However, 
such  premiums  shall  only  be  considered 
as  premiums  and  other  consideration 
paid  by  the  employee  with  respect  to  any 
benefits  attributable  to  the  contract  pro¬ 
viding  the  life  insurance  protection.  See 
§  1.72-16.  This  subparagraph  also  applies 
to  amounts  included  in  the  gross  income 
of  a  shareholder-employee  under  section 
1379(b)  for  excess  contributions  paid  on 
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his  behalf  by  an  electing  small  business 
corporation  (see  $  1.1379-2). 

•  •  •  •  • 

Par.  4.  Section  1.401-1  (a)  (3)  is  amend¬ 
ed  by  revising  subdivision  (ix)  thereof 
and  by  adding,  immediately  after  sub¬ 
division  (ix),  a  new  subdivision  (x). 
These  revised  and  added  provisions  read 
as  follows: 

§  1.401—1  Qualified  pension,  profit- 
sharing,  and  stock  bonus  plans. 

(a)  Introduction.  *  *  * 

(3)  *  •  * 

(ix)  It  must,  if  the  plan  benefits  any 
self-employed  individual  who  is  an  own¬ 
er-employee,  satisfy  the  additional  re¬ 
quirements  for  qualification  contained  in 
section  401(a)  (10)  and  (d) ; 

(x)  If  the  trust  forms  part  of  a  prof¬ 
it-sharing  plan  of  an  electing  small 
business  corporation  for  a  taxable  year 
beginning  after  December  31,  1970,  the 
plan  must  satisfy  the  additional  require¬ 
ment  for  qualification  provided  by  sec¬ 
tion  1379(a)  (see  §  1.1379-1). 

*  •  •  •  * 

Par.  5.  Section  1.401-4  is  amended  by 
adding,  immediately  after  paragraph 
(c) ,  a  new  paragraph  (d)  which  reads  as 
follows: 

§  1.401—4  Discrimination  as  to  contribu¬ 
tions  or  benefits. 

•  *  *  *  * 

(d)  For  purposes  of  this  section,  con¬ 
tributions  made  on  behalf  of  a  share¬ 
holder-employee  of  an  electing  small 
business  corporation  which  are  included 
in  his  gross  income  under  section  1379 
(b)  and  §  1.1379-2  are  treated  as  con¬ 
tributions  by  the  employer. 

Par.  6.  Section  1.401-8  is  amended  by 
revising  paragraph  (b)  (1)  (i)  to  read  as 
follows : 

§  1.401—8  Custodial  accounts. 

•  •  *  *  * 

(b)  Rules  applicable  to  custodial  ac¬ 
counts.  (1)  A  custodial  account  shall  be 
treated  for  taxable  years  beginning  after 
December  31,  1962,  as  a  qualified  trust 
under  section  401  if  such  account  meets 
the  following  requirements  described  in 
subdivisions  (i)  through  (iii)  of  this  sub- 
paragraph: 

(i)  The  custodial  account  must  satisfy 
all  the  requirements  of  section  401  that 
are  applicable  to  qualified  trusts  and,  if 
a  custodial  account  is  used  under  a  profit- 
sharing  plan  of  an  electing  small  busi¬ 
ness  corporation,  the  additional  require¬ 
ment  for  qualification  provided  by  sec¬ 
tion  1379(a).  See  subparagraph  (2)  of 
this  paragraph. 

*  *  *  *  • 

Par.  7.  Section  1.402(a)-l  is  amended 
by  revising  subparagraphs  (1)  (i)  and  (6) 
(i)  of  paragraph  (a)  to  read  as  follows: 

§  1.402(a)— 1  Taxability  of  beneficiary 
under  a  trust  which  meets  the  re¬ 
quirements  of  section  401  (a). 

(a)  In  general.  (1)  (i)  Section  402  re¬ 
lates  to  the  taxation  of  the  beneficiary 
of  an  employees’  trust.  If  an  employer 
makes  a  contribution  for  the  benefit  of 
an  employee  to  a  trust  described  in  sec¬ 


tion  401(a)  for  the  taxable  year  of  the 
employer  which  ends  within  or  with  a 
taxable  year  of  the  trust  for  which  the 
trust  is  exempt  under  section  501(a), 
the  employee  is  not  required  to  include 
such  contribution  in  his  income  except 
for  the  year  or  years  in  which  such  con¬ 
tribution  is  distributed  or  made  available 
to  him.  However,  see  section  1379(b)  and 
the  regulations  thereunder  for  the  in¬ 
clusion  of  excess  contributions  made  by 
an  electing  small  business  corporation  in 
the  gross  income  of  certain  shareholder- 
employees  for  a  year  or  years  prior  to 
distribution.  It  is  immaterial  in  the  case 
of  contributions  to  an  exempt  trust 
whether  the  employee’s  rights  in  the  con¬ 
tributions  to  the  trust  are  forfeitable  or 
nonforfeitable  either  at  the  time  the  con¬ 
tribution  is  made  to  the  trust  or  there¬ 
after. 

*  *  *  •  • 

(6)  (i)  If  the  total  distributions  pay¬ 
able  with  respect  to  any  employee  under 
a  trust  described  in  section  401(a)  which 
in  the  year  of  distribution  is  exempt 
under  section  501(a)  are  paid  to,  or  in¬ 
cludible  in  the  gross  income  of,  the  dis¬ 
tributee  within  1  taxable  year  of  the 
distributee  on  account  of  the  employee's 
death  or  other  separation  from  the  serv¬ 
ice,  or  death  after  such  separation  from 
service,  the  amount  of  such  distribution, 
to  the  extent  it  exceeds  the  net  amount 
contributed  by  the  employee,  shall  be 
considered  a  gain  from  the  sale  or  ex¬ 
change  of  a  capital  asset  held  for  more 
than  6  months.  Under  section  402(a)  (5), 
for  taxable  years  ending  after  December 
31,  1969,  the  amount  of  a  distribution 
considered  under  the  previous  sentence 
to  be  a  gain  from  the  sale  or  exchange  of 
a  capital  asset  held  for  more  than  6 
months  shall  be  limited  as  provided  in 
§  1.402 (a) -2  (36  F.R.  11443).  Section 
72(n)  (4)  and  §  1.72-19  (36  F.R.  3822) 
apply  to  the  portion  of  the  total  distri¬ 
butions  payable  not  treated  as  long-term 
capital  gain  or  the  net  amount  contrib¬ 
uted  by  the  employee.  The  total  distribu¬ 
tions  payable  are  includible  in  the  gross 
income  of  the  distributee  within  one  tax¬ 
able  year  if  they  are  made  available  to 
such  distributee  and  the  distributee  fails 
to  make  a  timely  election  under  section 
72(h)  to  receive  an  annuity  in  lieu  of 
such  total  distributions.  The  “net  amount 
contributed  by  the  employee”  is  the 
amount  actually  contributed  by  the  em¬ 
ployee  plus  any  amounts  considered  to  be 
contributed  by  the  employee  under  the 
rules  of  sections  72(f),  101(b),  1379(b) 
(2),  and  subparagraph  (3)  of  this  para- 
graph,  reduced  by  any  amounts  thereto¬ 
fore  distributed  to  him  which  were  ex¬ 
cludable  from  gross  income  as  a  return 
of  employee  contributions.  See,  however, 
paragraph  (b)  of  this  section  for  rules 
relating  to  the  exclusion  of  amounts 
representing  net  unrealized  appreciation 
in  the  value  of  securities  of  the  employer 
corporation.  In  addition,  all  or  part  of 
the  amount  otherwise  includible  in  gross 
income  under  this  paragraph  by  a  non¬ 
resident  alien  individual  in  respect  of  a 
distribution  by  the  United  States  under 
a  qualified  pension  plan  may  be  exclud¬ 
able  from  gross  income  under  section 
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402(a)  (4) .  For  rules  relating  to  such  ex¬ 
clusion,  see  paragraph  (c)  of  this  section. 
For  additional  rules  relating  to  the  treat¬ 
ment  of  total  distributions  described  in 
this  subdivision  in  the  case  of  a  non¬ 
resident  alien  individual,  see  sections 
871  and  1441  and  the  regulations 
thereunder. 

•  •  •  •  • 

Par.  8.  Section  1.403(a)-l(a)  is 
amended  to  read  as  follows: 

§  1.403(a)— 1  Taxability  of  beneficiary 

under  a  qualified  annuity  plan. 

(a)  An  employee  or  retired  or  former 
employee  for  whom  an  annuity  contract 
is  purchased  by  his  employer  is  not  re¬ 
quired  to  include  in  his  gross  income  the 
amount  paid  for  the  contract  at  the 
time  such  amount  is  paid  (except  to  the 
extent  a  shareholder-employee  of  an 
electing  small  business  corporation  must 
include  excess  contributions  paid  on  his 
behalf  in  the  year  paid  under  section 
1379(b)),  whether  or  not  his  rights  to 
the  contract  are  forfeitable,  if  the  annu¬ 
ity  contract  is  purchased  under  a  plan 
which  meets  the  requirements  of  sec¬ 
tion  404(a)  (2).  For  purposes  of  the  pre¬ 
ceding  sentence,  it  is  immaterial  whether 
the  employer  deducts  the  amounts  paid 
(other  than  certain  amounts  paid  on 
behalf  of  a  shareholder-employee  by  an 
electing  small  business  corporation)  for 
the  contract  under  section  404(a)(2). 
See  §  1.403(b)-l  for  rules  relating  to  an¬ 
nuity  contracts  which  are  not  purchased 
under  qualified  plans  but  which  are  pur¬ 
chased  by  organizations  described  in  sec¬ 
tion  501(c)  (3)  and  exempt  under  section 
501(a)  or  which  are  purchased  for  em¬ 
ployees  who  perform  services  for  certain 
public  schools. 

*  •  *  *  * 

Par.  9.  Section  1.403(a)-2  is  amended 
by  revising  paragraph  (a)  to  read  as 
follows: 

§  1.403(a)— 2  Capital  gains  treatment 

for  eertain  distributions. 

(a)  If  the  total  amounts  payable  with 
respect  to  any  employee  for  whom  an 
annuity  contract  has  been  purchased  by 
an  employer  under  a  plan  which — 

(1)  Is  a  plan  described  in  section  403 
(a)  (1)  and  S  1.403(a)-l,  and 

(2)  Requires  that  refunds  of  contri¬ 
butions  with  respect  to  annuity  con¬ 
tracts  purchased  under  such  plan  be 
used  to  reduce  subsequent  premiums  on 
the  contracts  under  the  plan, 

are  paid  to,  or  includible  in  gross  income 
of  the  payee  within  1  taxable  year  of 
the  payee  by  reason  of  the  employee’s 
death  or  other  separation  from  the  serv¬ 
ice,  or  death  after  such  separation  from 
the  service,  such  total  payments,  to  the 
extent  they  exceed  the  net  amount  con¬ 
tributed  by  the  employee,  shall,  except  as 
limited  by  section  403(a)  (2)  (C)  for  tax¬ 
able  years  ending  after  December  31, 
1969,  be  considered  a  gain  from  the  sale 
or  exchange  of  a  capital  asset  held  for 
more  than  6  months.  The  limitation  on 
the  long-term  capital  gain  treatment 
under  section  403(a)  (2)  (C)  shall  be  de¬ 
termined  under  the  rules  set  forth  in 
S  1.402  (a) -2,  except  that  the  rules  pro¬ 


vided  by  paragraphs  (b) (4)  and  (d) (4) 
of  S  1.402(a)-2  shall  not  be  applied  to 
distributions  to  which  this  section  ap¬ 
plies,  and  any  reference  in  S  1.402(a)-2 
to  a  provision  of  section  402  or  the  regu¬ 
lations  thereunder  shall  be  treated  as  a 
reference  to  the  corresponding  provi¬ 
sion  of  section  403  or  the  regulations 
thereunder.  In  applying  the  rules  pro¬ 
vided  in  8  1.402(a)-2  the  term  “plan 
year”  shall  have  the  same  meaning  as 
under  paragraph  (a)  (2)  of  8  1.404(a)-8. 
Section  72(n)(4)  and  §  1.72-19  apply  to 
the  portion  of  the  total  amounts  payable 
not  treated  as  long-term  capital  gain  or 
the  net  amount  contributed  by  the  em¬ 
ployee.  The  “net  amount  contributed  by 
the  employee”  is  the  amount  actually 
contributed  by  the  employee  plus  any 
amounts  considered  to  be  contributed  by 
the  employee  under  the  rules  of  sec¬ 
tions  72(f),  101(b),  1379(b)  (2),  and  par¬ 
agraph  (d)  of  §  1.403  (a) -1,  reduced  by 
any  amounts  theretofore  distributed  to 
him  which  were  excludable  from  his  gross 
income  as  a  return  of  employee  contri¬ 
butions.  For  example,  if  under  an  an¬ 
nuity  contract  purchased  under  a  plan 
described  in  this  section,  the  total 
amounts  payable  to  the  employee’s  widow 
are  paid  to  her  in  the  year  in  which  the 
employee  dies,  in  the  amount  of  $8,000, 
and  if  $5,000  thereof  is  excludable  under 
section  101(b),  and  if  the  ordinary  in¬ 
come  element  of  such  distribution  is 
$4,000,  the  capital  gain  element  is  $3,400, 
and  the  net  employee  contributions  $600, 
$2,703  ($5,000x($4,000-$7,400))  of  the 
ordinary  income  element  and  $2,297 
($5,000  x  ($3,400^$7,400) )  of  the  capital 
gain  element  are  excludable  from  her 
gross  income.  The  net  employee  contri¬ 
butions,  $600,  are  excludable  from  her 
gross  income  as  a  return  of  the  em¬ 
ployee’s  contributions. 

***** 

Par.  10.  Section  1.404 (a) -9  is  amended 
by  revising  paragraphs  (a)  and  (d)  to 
read  as  follows: 

§  1.404(a)— 9  Contributions  of  an  em¬ 
ployer  to  an  employees’  profit- 
sharing  or  stoek  bonus  trust  that 
meets  the  requirements  of  section 
401  (a) ;  application  of  section  404 
(a)(3)(A). 

(a)  If  contributions  are  paid  by  an 
employer  to  a  profit-sharing  or  stock 
bonus  trust  for  employees  and  the  gen¬ 
eral  conditions  and  limitations  applica¬ 
ble  to  deductions  for  such  contributions 
are  satisfied  (see  §  1.404  (a) -1),  the  con¬ 
tributions  are  deductible  under  section 
404(a)(3)(A)  if  the  further  conditions 
provided  therein  are  also  satisfied.  In 
the  case  of  an  employer  who  is  an  elect¬ 
ing  small  business  corporation,  or  a  suc¬ 
cessor  of  such  a  corporation,  the  addi¬ 
tional  requirement  contained  in  section 
1379(a)  must  also  be  satisfied.  In  order 
to  be  deductible  under  the  first,  second, 
or  third  sentence  of  section  404 
(a)(3)(A),  the  contributions  must  be 
paid  (or  deemed  to  have  been  paid  under 
section  404(a)(6))  in  a  taxable  year  of 
the  employer  which  ends  with  or  within 
a  taxable  year  of  the  trust  for  which  it 
is  exempt  under  section  501(a)  and  the 
trust  must  not  be  designed  to  provide 


retirement  benefits  for  which  the  con¬ 
tributions  can  be  determined  actuari- 
ally.  Excess  contributions  paid  in  such 
a  taxable  year  of  the  employer  may  be 
carried  over  and  deducted  in  a  succeed¬ 
ing  taxable  year  of  the  employer  in  ac¬ 
cordance  with  the  third  sentence  of  sec¬ 
tion  404(a)  (3)  (A),  whether  or  not  such 
succeeding  taxable  year  ends  with  or 
within  a  taxable  year  of  the  trust  for 
which  it  is  exempt  under  section  501(a). 
This  section  is  also  applicable  to  con¬ 
tributions  to  a  foreign  situs  profit-shar¬ 
ing  or  stock  bonus  trust  which  could 
qualify  for  exemption  under  section 
501(a)  except  that  it  is  not  created  or 
organized  and  maintained  in  the  United 
States. 

***** 

(d)  In  order  that  the  deductions  may 
average  15  percent  of  compensation 
otherwise  paid  or  accrued  over  a  period 
of  years,  where  contributions  in  some 
taxable  year  are  less  than  the  primary 
limitation  but  contributions  in  some  suc¬ 
ceeding  taxable  year  exceed  the  primary 
limitation,  deductions  in  each  succeeding 
year  are  subject  to  a  secondary  limita¬ 
tion  instead  of  to  the  primary  limitation. 
The  secondary  limitation  for  any  year 
is  equal  to  the  lesser  of  (1)  twice  the 
primary  limitation  for  the  year,  or  (2) 
any  excess  of  (i)  the  aggregate  of  the 
primary  limitations  for  the  year  and 
for  all  prior  years  over  (ii)  the  aggregate 
of  the  deductions  allowed  or  allowable 
under  the  limitations  provided  in  sec¬ 
tion  404(a)  (3)  (A)  for  all  prior  years. 
However,  see  section  1379(c)  and 
§  1.1379-3  for  restrictions  upon  the 
carryover  amount  deductible  by  a  cor¬ 
poration  from  a  year  with  respect  to 
which  it  or  its  predecessor  was  an  elect¬ 
ing  small  business  corporation.  Because 
contributions  paid  into  a  profit-sharing 
or  stock  bonus  trust  are  deductible  under 
section  404(a)  (3)  (A)  only  if  they  are 
paid  (or  deemed  to  have  been  paid  un¬ 
der  section  404(a)  (6) )  in  a  taxable  year 
of  the  employer  which  ends  with  or 
within  a  taxable  year  of  the  trust  for 
which  it  is  exempt  under  section  501(a), 
the  secondary  limitation  described  in 
this  paragraph  is  not  applicable  with  re¬ 
spect  to  determining  amounts  deductible 
for  a  taxable  year  of  the  employer  which 
ends  with  or  within  a  taxable  year  of  the 
trust  during  which  it  is  not  exempt  under 
section  501(a),  or  which  ends  after  the 
trust  has  terminated.  See  paragraph  (e) 
of  this  section  for  rules  relating  to 
amounts  which  are  deductible  in  such  a 
taxable  year. 

•  •  •  •  * 

Par.  11.  Section  1.405-3  is  amended  by 
revising  paragraph  (a)(1)  to  read  as 
follows: 

§  1.405—3  Taxation  of  retirement  bonds. 

(a)  In  general.  (1)  As  in  the  case  of 
employer  contributions  under  a  qualified 
pension,  annuity,  profit-sharing,  or  stock 
bonus  plan,  employer  contributions  on 
behalf  of  his  common-law  employees 
under  a  qualified  bond  purchase  plan  are 
not  includible  in  the  gross  income  of  the 
employees  when  made  (except  to  the 
extent  includible  in  the  gross  income  of 
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a  shareholder-employee  of  an  electing 
small  business  corporation  in  the  year 
paid  under  section  1379(b)),  and  em¬ 
ployer  contributions  on  behalf  of  self- 
employed  individuals  are  deductible  as 
provided  in  section  405(c)  and  §  1.405-2. 
Further,  an  employee  or  his  beneficiary 
does  not  realize  gross  income  upon  the 
receipt  of  a  retirement  bond  pursuant  to 
a  qualified  bond  purchase  plan  or  from  a 
trust  described  in  section  401(a)  which 
is  exempt  from  tax  under  section  501  (a) . 
Upon  redemption  of  such  a  bond,  ordi¬ 
nary  income  will  be  realized  to  the  extent 
the  proceeds  thereof  exceed  the  basis 
(determined  in  accordance  with  para¬ 
graph  (b)  of  this  section)  of  the  bond. 
The  proceeds  of  a  retirement  bond  are 
not  entitled  to  the  special  tax  treatment 
of  section  72  (n)  and  §  1.72-18. 

•  •  •  *  * 

Par.  12.  Section  1.1371-1  is  amended  by 
revising  paragraph  (e)  to  read  as 
follows: 

§  1.1371—1  Definition  of  small  business 
corporation. 

•  •  *  *  * 

(e)  Shareholders  must  be  individuals 
or  estates.  A  corporation  in  which  any 
shareholder  is  a  corporation,  trust,  or 
partnership  does  not  qualify  as  a  small 
business  corporation.  The  word  “trust” 
as  used  in  this  paragraph  includes  all 
trusts  subject  to  the  provisions  of  Sub¬ 
chapter  D  (including  a  trust  forming 
part  of  a  stock  bonus  plan),  F,  H,  or  J 
(including  Subpart  E  thereof),  chapter  1 
of  the  Code  and  voting  trusts.  Thus,  even 
though  the  grantor  is  treated  as  the 
owner  of  all  or  any  part  of  a  trust,  the 
corporation  in  which  such  trust  is  a 
shareholder  does  not  meet  the  qualifica¬ 
tions  of  a  small  business  corporation. 

•  •  *  •  • 

Par.  13.  There  are  inserted  immedi¬ 
ately  after  §  1.1378-3  the  following  new 
sections: 

§  1.1379  Statutory  provisions;  certain 
qualified  pension,  etc.,  plans. 

Sec.  1379.  Certain  qualified  pension,  etc., 
plans — (a)  Additional  requirement  for  quali¬ 
fication  of  stock  bonus  or  profit-sharing 
plans.  A  trust  forming  part  of  a  stock  bonus 
or  profit-sharing  plan  which  provides  con¬ 
tributions  or  benefits  for  employees  some  or 
all  of  whom  are  shareholder-employees  shall 
not  constitute  a  qualified  trust  under  section 
401  (relating  to  qualified  pension,  profit- 
sharing,  and  stock  bonus  plans)  unless  the 
plan  of  which  such  trust  Is  a  part  provides 
that  forfeitures  attributable  to  contributions 
deductible  under  section  404(a)(3)  for  any 
taxable  year  (beginning  after  December  31, 
1970)  of  the  employer  with  respect  to  which 
It  Is  an  electing  small  business  corporation 
may  not  inure  to  the  benefit  of  any  indi¬ 
vidual  who  Is  a  shareholder-employee  for 
such  taxable  year.  A  plan  shall  be  considered 
as  satisfying  the  requirement  of  this  sub¬ 
section  for  the  period  beginning  with  the 
first  day  of  a  taxable  year  and  ending  with 
the  15th  day  of  the  third  month  following 
the  close  of  such  taxable  year.  If  all  the  pro¬ 
visions  of  the  plan  which  are  necessary  to 
satisfy  this  requirement  are  In  effect  by  the 
end  of  such  period  and  have  been  made 
effective  for  all  purposes  with  respect  to  the 
whole  of  such  period. 


(b)  Taxability  of  shareholder -employee 
benficiaries — (1)  Inclusion  of  excess  contri¬ 
butions  in  gross  income.  Notwithstanding 
the  provisions  of  section  402  (relating  to  tax¬ 
ability  of  beneficiary  of  employees’  trust), 
section  403  (relating  to  taxation  of  employee 
annuities),  or  section  405(d)  (relating  to 
taxability  of  beneficiaries  under  qualified 
bond  purchase  plans),  an  individual  who  Is 
a  shareholder-employee  of  an  electing  small 
business  corporation  shall  Include  In  gross 
Income,  for  his  taxable  year  In  which  or  with 
which  the  taxable  year  of  the  corporation 
ends,  the  excess  of  the  amount  of  contribu¬ 
tions  paid  on  his  behalf  which  Is  deductible 
under  section  404(a)  (1),  (2),  or  (3)  by  the 
corporation  for  its  taxable  year  over  the 
lesser  of — 

(A)  Ten  percent  of  the  compensation  re¬ 
ceived  or  accrued  by  him  from  such  corpora¬ 
tion  during  its  taxable  year,  or 

(B)  $2,500. 

(2)  Treatment  of  amounts  included  in 
gross  income.  Any  amount  Included  In  the 
gross  income  of  a  shareholder-employee  un¬ 
der  paragraph  (1)  shall  be  treated  as  con¬ 
sideration  for  the  contract  contributed  by 
the  shareholder-employee  for  purposes  of 
section  72  (relating  to  annuities). 

(3)  Deduction  for  amounts  not  received 
as  benefits.  If — 

(A)  Amounts  are  Included  In  the  gross  In¬ 
come  of  an  individual  under  paragraph  (1), 
and 

(B)  The  rights  of  such  individual  (or  his 
beneficiaries)  under  the  plan  terminate  be¬ 
fore  payments  under  the  plan  which  are  ex¬ 
cluded  from  gross  income  equal  the  amounts 
Included  In  gross  Income  under  paragraph 
(1),  then  there  shall  be  allowed  as  a  deduc¬ 
tion,  for  the  taxable  year  in  which  such 
rights  terminate,  an  amount  equal  to  the 
excess  of  the  amounts  Included  In  gross  In¬ 
come  under  paragraph  (1)  over  such  pay¬ 
ments. 

(c)  Carryover  of  amounts  deductible.  No 
amount  deductible  shall  be  carried  forward 
under  the  second  sentence  of  section  404 
(a)(3)(A)  (relating  to  limits  on  deductible 
contributions  under  stock  bonus  and  profit- 
sharing  trusts)  to  a  taxable  year  of  a  corpo¬ 
ration  with  respect  to  which  It  Is  not  an 
electing  small  business  corporation  from  a 
taxable  year  (beginning  after  December  31, 
1970)  with  respect  to  which  it  is  an  electing 
small  business  corporation. 

(d)  Shareholder-employee.  For  purposes  of 
this  section,  the  term  “shareholder-em¬ 
ployee”  means  an  employee  or  officer  of  an 
electing  small  business  corporation  who  owns 
(or  is  considered  as  owning  within  the  mean¬ 
ing  of  section  318(a)  (1) ,  on  any  day  during 
the  taxable  year  of  such  corporation,  more 
than  5  percent  of  the  outstanding  stock  of 
the  corporation. 

(Sec.  1379  as  added  by  sec.  531(a),  Tax  Re¬ 
form  Act  1969  (83  Stat.  654) ) 

§  1.1379—1  Additional  requirement  for 
qualification  of  profit-sharing  plans 
of  electing  small  business  corpora¬ 
tions. 

(a)  Introduction.  Section  1379(a)  and 
this  section  prescribe  an  additional  re¬ 
quirement  which  must  be  met  for  quali¬ 
fication  under  section  401  of  a  trust 
forming  part  of  a  profit-sharing  plan 
which  does  not  provide  that  each  em¬ 
ployee’s  rights  to  the  contributions,  or  to 
the  benefits  derived  from  the  contribu¬ 
tions,  of  the  employer  are  nonforfeitable 
at  the  time  the  contributions  are  paid  to, 
or  under,  the  plan  and — 

(1)  Which  is  maintained  (i)  by  a  cor¬ 
poration  which  is  an  electing  small  busi¬ 
ness  corporation  (as  defined  in  section 


1371(b)  and  §  1.1371-2)  with  respect  to 
any  taxable  year  beginning  after  Decem¬ 
ber  31,  1970,  during  which  such  plan  was 
maintained,  or  (ii)  by  the  successor  of 
such  a  corporation,  and 

(2)  Which  covers  any  individual  who 
is  a  shareholder-employee  (as  defined 
in  section  1379(d)  and  §  1.1379-4)  of 
such  corporation  or  a  predecessor  of  such 
corporation  for  any  taxable  year  referred 
to  in  subparagraph  (1)  of  this  para¬ 
graph. 

Thus,  this  requirement  must  be  met  even 
though  a  corporation  ceases  to  be  an 
electing  small  business  corporation  or  the 
plan  ceases  to  be  a  profit-sharing  plan 
as  long  as  the  plan  covers  an  individual 
who  was  a  shareholder-employee  of  such 
corporation  or  a  predecessor  of  such  cor¬ 
poration  while  it  was  an  electing  small 
business  corporation  which  maintained 
the  profit-sharing  plan.  With  respect  to 
stock  bonus  plans,  see  paragraph  (e) 
of  §  1.1371-1  for  rules  relating  to  the 
ownership  of  the  stock  of  a  small  busi¬ 
ness  corporation.  The  provisions  of  sec¬ 
tion  1379(a)  and  this  section  apply  to 
such  trusts  for  taxable  years  beginning 
after  December  31, 1970. 

(b)  General  rule.  A  trust  described  in 
paragraph  (a)  of  this  section  does  not 
constitute  a  qualified  trust  under  section 
401  unless  the  plan  of  which  such  trust 
is  a  part  provides  that  funds  in  such  plan 
arising  from  forfeitures  may  not  be  al¬ 
located  to  the  account  of  an  employee 
to  the  extent  that — 

(1)  Such  funds  are  attributable  to  a 
restricted  contribution ;  and 

(2)  The  employee  is  a  shareholder- 
employee  for  the  taxable  year  of  the 
corporation  in  which  the  restricted  con¬ 
tribution  is  deducted. 

For  purposes  of  this  section,  the  term 
“restricted  contribution”  means  a  con¬ 
tribution  which  is  deducted  or  deductible 
under  section  404(a)  (3)  for  a  taxable 
year  beginning  after  December  31,  1970, 
by  an  employer  which  is  an  electing  small 
business  corporation  for  such  a  taxable 
year.  A  trust  meets  the  requirements  of 
section  1379(a)  and  this  section  if  the 
plan  of  which  such  trust  is  a  part  pro¬ 
vides  that  funds  arising  from  a  forfeiture 
which  are  attributable  to  a  restricted  con¬ 
tribution  shall  be  determined  in  a  man¬ 
ner  consistent  with  paragraph  (c)  of  this 
section  and  shall  be  applied  in  a  manner 
consistent  with  paragraph  (d)  of  this 
section. 

(c)  Funds  attributable  to  restricted 
contributions — (1)  In  general.  The  funds 
arising  from  a  forfeiture  which  are  at¬ 
tributable  to  a  restricted  contribution  for 
a  particular  taxable  year  of  an  electing 
small  business  corporation  consists  of 
so  much  of  its  contribution  for  such  year 
(including  the  income  derived  thereon) 
as  is  forfeited  by  an  employee.  For  pur¬ 
poses  of  this  section,  a  forfeiture  which 
is  attributable  to  a  restricted  contribu¬ 
tion  for  a  taxable  year  of  the  employer 
shall  be  determined  under  a  method 
which  is  specified  in  the  plan  and  which 
meets  the  requirements  of  subparagraph 
(2)  or  (3)  of  this  paragraph. 
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(2)  Apportionment  method.  Under  the 
apportionment  method,  the  portion  of  a 
forfeiture  which  is  attributable  to  a  re¬ 
stricted  contribution  for  a  particular 
taxable  year  of  the  corporation  shall  be 
determined  by  dividing  the  amount  of 
such  forfeiture  by  the  number  of  years 
the  forfeiting  employee  participated  in 
the  plan.  For  this  purpose,  the  number 
of  years  of  an  employee’s  participation 
includes  years  for  which  no  contribution 
was  made  under  the  plan  and  years  for 
which  no  contribution  to  the  plan  was 
deductible  by  the  corporation  under  sec¬ 
tion  404(a) (3). 

(3)  Direct  tracing  method.  Under  the 
direct  tracing  method,  the  portion  of  a 
forfeiture  which  is  attributable  to  a  re¬ 
stricted  contribution  for  a  particular 
year  is  an  amount  which  bears  the  same 
ratio  to  the  amount  of  such  forfeiture  as 
the  forfeiting  employee’s  annual  account 
balance  for  such  year  bears  to  the  sum  of 
all  annual  account  balances  for  such  em¬ 
ployee.  For  purposes  of  the  preceding 
sentence,  the  annual  account  balance  for 
an  employee  shall  be  determined  by  the 
maintenance  of  a  separate  account  which 
reflects  with  respect  to  a  taxable  year 
of  the  employer — 

(i)  The  amount  of  contribution  allo¬ 
cated  to  the  employee’s  account  in  any 
year,  which  is  deductible  by  the  em¬ 
ployer  under  section  404(a)  (3)  for  such 
taxable  year; 

(ii)  The  amount  of  contribution  de¬ 
ductible  by  the  employer  for  such  tax¬ 
able  year  which  is  included  in  a  forfeit¬ 
ure  allocated  to  the  employee’s  account 
in  any  year; 

(iii)  The  amount  of  net  income  and 
net  gain  or  loss  for  all  years  from  the 
investment  and  reinvestment  of  the  em¬ 
ployer  contribution  described  in  sub¬ 
divisions  (i)  and  (ii)  of  this  subpara¬ 
graph  for  such  taxable  year;  and 

(iv)  The  adjustments  made  with  re¬ 
spect  to  each  amount  determined  under 
the  preceding  subdivisions  on  account  of 
any  distribution  made  before  termina¬ 
tion  of  services. 

For  purposes  of  subdivisions  (i)  and  (ii) 
of  this  subparagraph,  if,  for  any  taxable 
year,  an  employer  pays  contributions  to 
both  a  profit-sharing  plan  and  a  pension 
or  annuity  plan  in  excess  of  the  limita¬ 
tion  of  section  404(a)  (7),  the  amount  of 
such  contributions  which  are  deductible 
under  section  404(a)  (3)  is  an  amount 
which  bears  the  same  ratio  to  the  limita¬ 
tion  of  section  404(a)  (7)  as  the  amount 
otherwise  deductible  under  section  404 
(a)  (3)  bears  to  the  sum  of  such  amount 
and  the  amount  otherwise  deductible 
under  section  404(a)  (1)  or  (2).  For 
such  purposes,  where  all  or  a  portion  of 
an  employer  contribution  allocated  to  an 
employee’s  account  is  deductible,  if  at  all, 
as  a  carryover  to  a  taxable  year  subse¬ 
quent  to  the  taxable  year  in  which  the 
forfeiture  occurs,  the  funds  attributable 
to  the  contribution  carryover  shall  be 
treated  as  a  restricted  contribution  with 
respect  to  any  employee  who  is  a  share¬ 
holder-employee  for  the  year  in  which 
the  forfeiture  occurs.  For  purposes  of 
this  subparagraph,  all  taxable  years  be¬ 
ginning  before  January  1,  1971,  may  be 
treated  as  a  single  taxable  year. 
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(d)  Acceptable  treatment  of  forfeit¬ 
ures.  For  purposes  of  this  section,  funds 
attributable  to  a  restricted  contribution 
are  not  considered  to  Inure  to  the  bene¬ 
fit  of  sun  employee  who  was  a  share¬ 
holder-employee  for  the  taxable  year  for 
which  such  contribution  was  deductible 
if— 

(1)  In  the  case  of  a  plan  containing 
a  definite  formula  (within  the  meaning 
of  paragraph  (d)  of  §  1.401-12)  for  de¬ 
termining  the  contributions  to  be  made 
by  the  employer  on  behalf  of  employees, 
(i)  such  funds  are  to  be  used  solely  to 
reduce  the  employer’s  contribution  for 
the  taxable  year  in  which  such  funds 
arise,  and  (ii)  any  excess  of  the  funds 
so  arising  in  any  taxable  year  over  the 
amount  determined  under  such  formula 
for  such  year  is  to  be  allocated  in  accord¬ 
ance  with  plan  provisions  satisfying  the 
requirement  of  subparagraph  (2)  of  this 
paragraph;  or 

(2)  (1)  The  plan  provides  that  such 
funds  are  to  be  allocated  solely  to  em¬ 
ployees  other  than  such  shareholder- 
employees,  or  (ii)  if  there  are  no  such 
other  employees  participating  in  the 
plan,  such  funds  are  to  be  repaid  to  the 
employer  not  later  than  the  15th  day  of 
the  third  month  following  the  close  of 
the  taxable  year  of  the  employer  in  which 
such  funds  arose. 

A  trust  forming  part  of  a  profit-sharing 
plan  shall  not  be  considered  not  to  meet 
the  requirement  of  section  401(a)  (2)  and 
§  1.401-2,  relating  to  impossibility  of  di¬ 
version  under  the  trust  instrument, 
merely  because  such  plan  permits  funds 
to  be  repaid  to  the  employer  in  accord¬ 
ance  with  subparagraph  (2)  (ii)  of  this 
paragraph.  Such  requirement  shall  not 
be  deemed  to  be  satisfied  with  respect  to 
any  amount  repaid  to  the  employer  un¬ 
less  such  amount  is  contributed  to  the 
trust,  immediately  upon  receipt  thereof 
by  the  employer,  as  a  contribution  by  the 
employer  for  its  taxable  year  in  which 
such  funds  arose. 

(e)  Treatment  of  amounts  repaid  to 
employer.  Any  amount  repaid  to  an  em¬ 
ployer  under  paragraph  <d)  (2)  of  this 
section  shall  be  included  in  the  gross 
income  of  the  employer  for  its  taxable 
year  in  which  such  funds  aros->  but  shall 
not  be  treated  as  passive  investment  in¬ 
come  for  purposes  of  section  1372(e)  (5). 

(f)  Timely  amendment.  A  trust  shall 
be  considered  to  satisfy  the  requirement 
of  section  1379(a)  and  this  section  for 
the  period  beginning  with  the  first  day 
of  a  taxable  year  and  ending  with  the 
15th  day  of  the  third  month  following 
the  close  of  such  taxable  year  if,  as 
of  the  end  of  such  period,  the  plan  of 
which  such  trust  is  a  part  provides  that 
all  funds  in  such  plan,  to  the  extent  at¬ 
tributable  to  a  restricted  contribution, 
arising  since  the  beginning  of  such 
period  from  forfeitures  will  be  treated 
in  a  manner  which  meets  such  re¬ 
quirement.  Further,  for  any  taxable 
year  beginning  after  December  31,  1970, 
and  ending  on  or  before  the  90th  day 
after  the  date  regulations  under  section 
1379(a)  are  first  published  in  the  Fed¬ 
eral  Register  as  a  Treasury  decision, 
a  trust  shall  be  considered  to  satisfy  the 
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requirement  of  section  1379(a)  and  this 
section  if,  as  of  such  90th  day,  the  plan 
of  which  such  trust  is  a  part  provides 
that  all  such  funds  arising  during  any 
taxable  year  beginning  after  Decem¬ 
ber  31,  1970,  will  be  treated  in  a  manner 
which  meets  such  requirement. 

§  1.1379—2  Taxability  of  shareholder- 
employee  beneficiaries. 

(a)  In  general.  Under  section  1379(b) 
(1),  if  an  electing  small  business  cor¬ 
poration  maintains  a  qualified  pension, 
annuity,  profit-sharing,  or  bond  pur¬ 
chase  plan,  a  participant  in  such  plan 
who  is  a  shareholder-employee  of  such 
corporation  for  a  taxable  year  of  such 
corporation  for  which  it  is  allowed  a  de¬ 
duction  under  section  404(a)  (1),  (2), 
or  (3)  on  account  of  contributions  to 
such  plan  must  include  as  compensation 
in  his  gross  income,  for  his  taxable  year 
in  which  or  with  which  such  taxable  year 
of  such  corporation  ends,  the  portion  of 
such  contributions  determined  under 
paragraph  (c)  of  this  section,  which  is 
paid  on  his  behalf  and  which  exceeds 
the  limitation  provided  in  paragraph  (b) 
of  this  section.  Section  1379(b)  (1)  and 
this  section  apply  notwithstanding  the 
provisions  of  section  402  (relating  to  tax¬ 
ability  of  beneficiary  of  employees’ 
trust),  section  403  (relating  to  taxation 
of  employee  annuities) ,  or  section  405(d) 
(relating  to  taxability  of  beneficiaries 
under  qualified  bond  purchase  plan). 
Section  1379(b)  (1)  and  this  section  ap¬ 
ply  notwithstanding  the  fact  that  a 
shareholder-employee’s  rights  in  a  con¬ 
tribution  paid  on  his  behalf  are  forfeit- 
able  (within  the  meaning  of  paragraph 
(d)(2)  of  §  1.402(b)-l)  in  whole  or  in 
part.  Section  1379  (b)(1)  and  this  sec¬ 
tion  apply  to  contributions  on  account  of 
which  a  deduction  is  allowed  under  sec¬ 
tion  404(a)  (1),  (2),  or  (3)  for  taxable 
years  of  an  electing  small  business  cor¬ 
poration  which  began  after  December  31, 
1970. 

(b)  Limitation  on  excludable  contri¬ 
butions — (1)  In  general.  The  limitation 
on  excludable  contributions  on  behalf  of 
a  shareholder-employee  of  an  electing 
small  business  corporation  for  any  tax¬ 
able  year  of  such  corporation  is  the  lesser 
of — 

(1)  Except  as  provided  in  subpara¬ 
graph  (2)  of  this  paragraph,  $2,500,  or 

(ii)  10  percent  of  the  compensation 
received  by  such  shareholder-employee 
from  such  corporation  during  such  year, 
or  if  he  computes  his  income  under  the 
accrual  method,  10  percent  of  the  com¬ 
pensation  accrued  by  him  from  such  cor¬ 
poration  during  such  year. 

For  purposes  of  subdivision  (ii)  of  this 
subparagraph,  the  term  “compensation’’ 
means  all  compensation  for  personal 
services  actually  rendered  except  that  for 
which  a  deduction  is  allowable  under  a 
plan  that  qualifies  under  section  401(a), 
including  a  plan  that- qualifies  under  sec¬ 
tion  404(a)  (2) .  Thus,  amounts  includible 
in  gross  income  under  section  1379(b)  (1) 
are  not  compensation  for  purposes  of 
subdivision  (ii)  of  this  subparagraph. 

(2)  Multiple  corporations.  If  an  indi¬ 
vidual  is  a  shareholder-employee  of  two 
or  giore  electing  small  business  corpora- 
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tions  and  participates  in  qualified  pen¬ 
sion,  annuity,  profit-sharing,  or  bond 
purchase  plans  maintained  by  more  than 
one  of  such  corporations,  the  excludable 
portion  of  the  contributions  paid  on  his 
behalf  by  all  such  corporations  for  their 
taxable  years  ending  in  or  with  one  of 
his  taxable  years  shall  not  exceed  $2,500. 
If  such  contributions  exceed  $2,500,  the 
excludable  contributions  paid  on  his  be¬ 
half  by  each  such  corporation  shall  be 
determined  by  substituting  for  the  $2,500 
amount  specified  in  subparagraph  (1)  (i) 
of  this  paragraph  an  amount  which 
bears  the  same  ratio  to  $2,500  as  the 
compensation  received  or  accrued  from 
each  such  corporation  bears  to  the  total 
compensation  received  or  accrued  from 
all  such  corporations. 

(c)  Deductible  contributions  paid  on 
behalf  of  a  shareholder-employee — (1) 
In  general.  This  paragraph  provides 
rules  for  determining  the  portion  of  the 
contributions  to  a  qualified  pension,  an¬ 
nuity,  profit-sharing,  or  bond  purchase 
plan  by  an  electing  small  business  cor¬ 
poration  on  account  of  which  it  is  al¬ 
lowed  a  deduction  under  section  404(a) 

(1),  (2),  or  (3)  which  are  paid  on  behalf 
of  a  shareholder-employee  of  such  cor¬ 
poration.  Subparagraph  (2)  of  this  para¬ 
graph  provides  rules  for  making  this 
determination  in  the  case  of  contribu¬ 
tions  to  define  contribution  plans  (as 
defined  in  paragraph  (b)(1)  of  §  1.402 
(a)-2  (36  F.R.  11443) )  and  to  certain  de¬ 
fined  benefit  plans  (as  defined  in  para¬ 
graph  (d)(1)  of  §  1.402(a) -2  (36  F.R. 
11447) ).  Subparagraph  (3)  of  this  para¬ 
graph  provides  rules  for  making  this  de¬ 
termination  in  the  case  of  contributions 
to  defined  benefit  plans  if  separate  ac¬ 
counts  are  not  maintained  with  respect 
to  contributions  made  on  behalf  of  each 
employee. 

(2)  Defined  contribution  plans  and 
certain  defined  benefit  plans — (i)  Gen¬ 
eral  rule.  For  purposes  of  this  section,  the 
portion  of  the  contributions  for  a  tax¬ 
able  year  to  a  defined  contribution  plan 
(or  a  defined  benefit  plan  as  provided 
by  subdivision  (iii)  of  this  subparagraph) 
by  an  electing  small  business  corpora¬ 
tion  on  account  of  which  it  is  allowed  a 
deduction  under  section  404(a)  (1),  (2), 
or  (3)  which  are  paid  on  behalf  of  a 
shareholder-employee  of  such  corpora¬ 
tion  are  the  amounts  actually  contrib¬ 
uted  to  the  plan  for  such  taxable  year  by 
such  corporation  which  are  (a)  credited 
to  the  account  of  the  shareholder-em¬ 
ployee  or  (b)  are  not  so  credited  but  are 
applied  as  consideration  for,  or  against 
any  indebtedness  on,  an  annuity,  retire¬ 
ment  income,  endowment,  or  other  life 
insurance  contract  for  the  shareholder- 
employee.  The  amount  considered  as  em¬ 
ployer  contributions  credited  to  the  ac¬ 
count  of  the  shareholder-employee  under 
this  subdivision  shall  at  his  option  be  re¬ 
duced  by  the  excess  (if  any)  of  the  gross 
annual  premium  paid  under  an  annuity, 
retirement  income,  endowment,  or  other 
life  insurance  contract  purchased  for  him 
over  the  adjusted  premium  under  such 
contract.  For  purposes  of  this  subdivi¬ 
sion,  the  adjusted  premium  for  any  year 
is  the  amount  of  premium  considered  by 
the  insurer  in  computing  the  cash  sur¬ 


render  value  of  an  insurance  contract 
for  such  year.  No  amount  shall  be  treated 
as  consideration  for  any  such  contract 
for  any  period  for  which  the  gross  pre¬ 
miums  are  waived.  For  purposes  of  this 
subdivision  (i),  the  amount  of  employer 
contributions-  actually  contributed  to 
the  plan  does  not  include  any  amounts 
considered  to  be  contributed  by  a  share¬ 
holder-employee  under  the  rules  of  sec¬ 
tion  72(f)  or  paragraph  (b)  of  §  1.72-16. 

(ii)  Excess  contributions.  If  the 
amount  actually  contributed  to  a  defined 
contribution  plan  for  a  taxable  year  of 
the  corporation  exceeds  the  deduction  al¬ 
lowable  for  such  year  under  section  404 
(a)  on  account  of  such  contributions, 
the  amount  determined  under  subdivision 

(i)  of  this  subparagraph  shall  be  reduced 
(but  not  below  zero)  by  an  amount 
equal  to  such  excess,  multiplied  by  a 
fraction  (a)  the  numerator  of  which  is 
the  amount  determined  under  subdivi¬ 
sion  (i)  of  this  subparagraph  without 
regard  to  this  subdivision,  and  (b)  the 
denominator  of  which  is  the  amount  ac¬ 
tually  contributed  to  such  plan  for  such 
year.  The  amount  of  any  reduction  under 
the  preceding  sentence  shall  be  treated 
as  an  amount  actually  contributed  to 
such  plan  for  any  succeeding  taxable  year 
of  the  corporation  in  the  same  propor¬ 
tion  that  such  excess  is  deductible  under 
paragraph  (e)  of  §  1.404 (a) -9. 

(iii)  Defined  plans  with  separate  ac¬ 
counts.  If  separate  accounts  are  main¬ 
tained  with  respect  to  contributions  made 
on  behalf  of  each  employee,  the  portion 
of  the  contributions  for  a  taxable  year  to 
a  defined  benefit  plan  by  an  electing 
small  business  corporation  on  account 
of  which  it  is  allowed  a  deduction  under 
section  404(a)  (1)  or  (2)  which  are  paid 
on  behalf  of  a  shareholder-employee  may 
be  determined  under  the  rules  provided 
under  this  subparagraph.  The  determi¬ 
nation  of  such  portion  for  a  taxable  year 
under  the  rules  provided  by  this  sub- 
paragraph  shall  be  treated  as  the  adop¬ 
tion  of  a  method  of  accounting  by  the 
shareholder-employee  for  purposes  of 
section  446. 

(3)  Defined  benefit  plans — (i)  In  gen¬ 
eral.  If  a  shareholder -employee  has  not 
adopted  the  method  of  accounting  de¬ 
scribed  in  subparagraph  (2)  of  this  para¬ 
graph,  the  portion  of  the  contributions 
for  a  taxable  year  to  a  defined  benefit 
plan  by  an  electing  small  business  cor¬ 
poration,  on  account  of  which  it  is  al¬ 
lowed  a  deduction  under  section  404(a) 
(1)  or  (2),  which  are  paid  on  behalf 
of  a  shareholder-employee  of  such  cor¬ 
poration  shall  be  considered  to  be  an 
amount  determined  on  the  basis  of  level 
funding  of  the  benefits  to  be  provided 
under  such  plan  during  the  shareholder- 
employee’s  participation  in  such  plan, 
payment  of  employer  contributions  at 
the  end  of  the  plan  year,  and  a  growth 
rate  of  6  percent  per  annum  compounded 
annually.  The  determination  of  such  por¬ 
tion  for  a  taxable  year  under  the  rules 
provided  under  this  subparagraph  shall 
be  treated  as  the  adoption  of  a  method 
of  accounting  by  the  shareholder- 
employee  for  purposes  of  section  446. 

(ii)  Deductible  employer  contributions 
paid  on  behalf  of  a  shareholder-employee 


for  a  taxable  year.  If  this  subparagraph 
applies,  the  portion  of  the  contributions 
for  a  taxable  year  which  is  deductible 
unde*  section  404(a)  (1)  or  (2)  which 
are  paid  on  behalf  of  a  shareholder- 
employee  shall  be  equal  to  the  adjusted 
annual  contribution  (determined  under 
subdivision  (iii)  of  this  subparagraph) 
to  a  plan  for  such  shareholder- employee 
for  such  taxable  year. 

(iii)  Adjusted  annual  contribution. 
For  purposes  of  this  subparagraph,  the 
amount  of  the  adjusted  annual  con¬ 
tribution  to  a  plan  for  a  shareholder- 
employee  for  a  taxable  year  is  the  excess 
(if  any)  of  the  sum  of — 

(a)  The  amount  of  the  unad justed 
annual  contribution  (determined  under 
subdivision  (iv)  of  this  subparagraph) 
for  such  taxable  year,  and 

(b)  The  amount,  if  any,  of  the  pre¬ 
retirement  death  benefit  adjustment 
(determined  under  subdivision  (v)  of  this 
paragraph)  for  such  taxable  year, 

over  the  amount,  if  any,  of  his  manda¬ 
tory  contributions  to  the  plan  (as  defined 
in  paragraph  (d)  (2)  (ii)  (a)  of  *  1.402 
(a) -2)  for  such  taxable  year. 

(iv)  Unadjusted  annual  contribution. 
The  amount  of  the  unadjusted  annual 
contribution  on  behalf  of  a  shareholder- 
employee  for  a  taxable  year  is  the 
amount  by  which  the  reserve  for  the 
shareholder-employee  as  of  the  end  of 
such  taxable  year  (determined  under 
subdivision  (vi)  of  this  subparagraph) 
exceeds  106  percent  of  the  reserve  for 
such  shareholder-employee  as  of  the  end 
of  the  preceding  taxable  year  (deter¬ 
mined  under  subdivision  (vi)  of  this  sub- 
paragraph)  .  For  this  purpose,  the  reserve 
for  a  shareholder-employee  as  of  the  end 
of  the  preceding  taxable  year  shall  be 
zero  in  the  case  where  the  unadjusted 
annual  contribution  is  computed  for  the 
first  taxable  year  in  which  such  share¬ 
holder-employee  is  a  participant  under 
the  plan. 

(v)  Preretirement  death  benefit  ad¬ 
justment.  If  a  plan  provides  benefits  in 
case  of  death  before  retirement  and 
paragraph  (b)  of  §  1.72-16  does  not  ap¬ 
ply,  the  excess  (if  any)  of  the  value  of 
such  benefits  over  103  percent  of  the 
reserve  for  a  shareholder-employee  as  of 
the  end  of  the  preceding  taxable  year 
(determined  under  subdivision  (vi)  of 
this  subparagraph)  shall  be  considered 
current  life  insurance  protection,  and 
the  cost  thereof  (determined  in  accord¬ 
ance  with  the  rules  of  paragraph  (b)  of 
§  1.72-16)  shall  be  treated  as  a  con¬ 
tribution  made  on  behalf  of  the  share¬ 
holder-employee  by  the  corporation  for 
the  taxable  year  for  purposes  of  subdivi¬ 
sion  (iii)  of  this  subparagraph. 

(vi)  Reserve  for  shareholder-employee. 
The  reserve  for  a  shareholder-employee 
as  of  the  end  of  a  taxable  year  is  (a)  the 
product  of — 

(1)  The  level  contribution  to  retire¬ 
ment  (determined  under  subdivision  (vii) 
of  this  subparagraph)  and 

(2)  The  factor  from  Table  IV  of  sub¬ 
division  (ix)  of  this  subparagraph  for 
the  number  of  years  of  participation  in 
the  plan  by  the  shareholder-employee  at 
such  time. 
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or  (b)  106  percent  of  the  reserve  for  the 
shareholder-employee  as  of  the  end  of 
the  previous  taxable  year,  if  greater. 
However,  if  the  shareholder-employee 
does  not  treat  certain  disability  benefits 
under  the  plan  as  an  early  retirement 
benefit  under  subdivision  (vii)  of  this 
subparagraph,  the  amount  of  the  re¬ 
serve  for  a  shareholder-employee  as  of 
the  end  of  a  taxable  year  shall  be  con¬ 
sidered  to  be  10/9  of  the  amount  deter¬ 
mined  under  the  preceding  sentence. 

(vii)  Level  contribution  to  retirement. 
Except  as  hereinafter  provided  with  re¬ 
spect  to  benefits  payable  under  the  plan 
before  normal  retirement  age,  the 
amount  of  the  level  contribution  to  re¬ 
tirement  is  the  product  of  (a)  the  single 
sum  equivalent  at  retirement  age  (deter¬ 
mined  under  subdivision  (viii)  of  this 
subparagraph)  and  (b)  the  factor  from 
Table  III  of  subdivision  (ix)  of  this  sub- 
paragraph  (representing  the  present 
value  of  contributions  which  will  accu¬ 
mulate  to  $1  at  normal  retirement  age) 
for  the  number  of  years  of  anticipated 
participation  in  the  plan  until  normal 
retirement  age.  If  benefits,  including  dis¬ 
ability  benefits,  are  payable  under  the 
plan  before  normal  retirement  age  and 
the  level  contribution  to  such  early  re¬ 
tirement  age  (computed  in  a  manner 
consistent  with  the  provisions  of  the  pre¬ 
ceding  sentence)  exceeds  the  level  con¬ 
tribution  to  normal  retirement  age,  the 
level  contribution  to  retirement  shall 
be  considered  to  be  the  greatest  amount 
determined  with  respect  to  each  retire¬ 
ment  age  prior  to  normal  retirement  age. 
For  this  purpose,  if  the  disability  pay¬ 
ments  under  the  plan  are  payable  only 
for  the  period  of  time  when  an  employee 
is  eligible  for  and  receives  disability 
benefits  under  section  223  of  the  Social 
Security  Act,  as  amended  and  supple¬ 
mented  (49  Stat.  620)  and  the  reserve 
for  the  shareholder-employee  is  deter¬ 
mined  in  accordance  with  the  second  sen¬ 
tence  of  subdivision  (vi)  of  this  sub- 
paragraph,  such  disability  benefits  shall 
not  be  treated  as  benefits  payable  under 
the  plan  before  normal  retirement  age. 

(viii)  Single  sum  equivalent  at  retire¬ 
ment  age.  The  single  sum  equivalent  at 
retirement  age  for  a  shareholder-em¬ 
ployee  is  the  product  of — 

(a)  The  projected  annual  amount  of 
his  pension  (as  of  such  time)  to  be  pro¬ 
vided  at  retirement  age  which  is  not  at¬ 
tributable  to  his  voluntary  contributions 
to  the  plan  (as  defined  in  paragraph  (d) 
(2)(ii)(b)  of  §  1.402(a)-2),  based  upon 
the  provisions  of  the  plan  in  effect  at 
such  time  and  upon  the  assumption  of 
his  continued  employment  with  his 
present  employer  at  his  then  current 
compensation  rate, 

(b)  The  factor  from  Table  I  of  sub¬ 
division  (ix)  of  this  subparagraph  (rep¬ 
resenting  the  value  at  retirement  age  of 
an  annuity  of  $1  per  annum  payable  in 
equal  monthly  installments  during  the 
life  of  the  employee)  based  upon  the  em¬ 
ployee’s  sex  and  retirement  age,  and 

(c)  If  the  form  of  retirement  benefit 
under  the  plan  is  other  than  a  straight 
life  annuity,  the  appropriate  factor  from 
Table  II  of  subdivision  (ix)  of  this  sub- 
paragraph. 


If  a  plan  contains  provisions  for  the 
commutation  of  an  annuity  to  a  single 
sum  at  retirement  and  the  amount  deter¬ 
mined  by  applying  such  provisions  is 
greater  than  the  single  sum  equivalent  at 
retirement  age  otherwise  determined 
under  this  subdivision,  the  single  sum 
equivalent  at  retirement  age  shall  be  such 
greater  amount.  The  single  sum  equiv¬ 
alent  shall  be  determined  with  respect 
to  each  retirement  age  provided  under 
the  plan. 

(ix)  Tables. 

Table  I 

(Value  at  retirement  age  of  an  annuity  of  $1  per  annum 
payable  In  monthly  installments  during  the  life  of  the 
employee,  based  upon  the  employee’s  sex  and  retirement 
age.) 


Age 

Male 

Female 

20 . 

.  15.6483 

16.0963 

21 . 

.  15. 5871 

16. 0456 

22 . 

.  15. 5241 

15. 9922 

23 . 

.  15. 4580 

15.9361 

24 . 

.  16. 3882 

15. 8769 

25 . 

.  15.3130 

15.8147 

26 . . . 

.  15.  '2320 

15.7492 

27 . 

.  15. 1452 

15. 6804 

28 . 

. .  15.0528 

15. 6079 

29 . 

14.9548 

15.  5321 

30 . . 

14.8517 

15.  4524 

31 . . . 

_ _  14.7432 

15.3692 

32 . 

.  14. 6292 

15.  2822 

33 . 

14.5096 

15. 1911 

34 . 

. .  14. 3843 

15.  0957 

35  . . 

.  14. 2532 

14. 9960 

36 . 

.  14.1163 

14.8918 

37 . . 

.  13. 9736 

14. 7829 

38 .  . 

.  13. 8252 

14. 6695 

39 . . 

.  13. 6710 

14.  5516 

40.. .  . 

.  13. 5116 

14. 4289 

41 . 

13.3468 

14.3014 

42 . 

.  13. 1768 

14. 1692 

43 .  . 

.  13. 0017 

14. 0320 

44 . 

.  12.8214 

13. 8897 

45  . . 

.  12.6359 

13. 7420 

46. . . 

.  12.4453 

13.5888 

47. . . 

.  12. 2497 

13.  4302 

48 . . . 

.  12.0499 

13. 2660 

49 . 

.  11.8467 

13. 0964 

50 . 

. .  11.6412 

12.9215 

51 .  . 

.  11.4336 

12.7413 

62 . 

. .  11.2239 

12. 5557 

53 _ 

.  11.0116 

12.3641 

54 . . . 

.  10. 7959 

12. 1657 

55 . . 

10.5761 

11.  9599 

56 . 

. . .  10.3518 

11.7463 

67 . . 

.  10. 1233 

11.  5252 

58 . 

.  9. 8916 

11.  2971 

59 . 

.  9. 6586 

11.0633 

60 _ _ 

.  9. 4249 

10. 8242 

61 . .  . 

.  9. 1912 

10.5807 

62 . . . 

.  8.9574 

10.3323 

63 . 

.  8. 7234 

10. 0787 

64  .  . 

8.4890 

9.8192 

65 . 

_ _  8.2539 

9.  5535 

66. . 

.  8. 0183 

9. 2810 

67 . 

. .  7.7824 

9. 0023 

68 . 

_ _  7.5460 

8.7183 

69 . 

. . .  7.3084 

8. 4300 

70 . 

.  7. 0695 

8. 1389 

Table  II 

Type  of  Benefit  Factor 

Annuity  for  5  years  certain  and  life 

thereafter1  _  1.04387 

Annuity  for  10  years  certain  and 

life  thereafter1 _  1.  15354 

Annuity  for  15  years  certain  and 

life  thereafter 1 _  1.  29708 

Annuity  for  20  years  certain  and 

life  thereafter1 . 1.44956 

Life  annuity  with  installment  re¬ 
fund  _  1. 14067 

Life  annuity  with  one-half  con¬ 
tinued  to  surviving  spouse  of  em¬ 
ployee  _  1. 21493 

*In  the  case  of  annuities  for  periods  cer¬ 
tain  other  than  those  provided  in  the  fore¬ 
going  table,  the  factor  shall  be  computed  by 
interpolation  between  the  nearest  given 
factors  in  the  table. 


Table  II — Continued 

Type  of  Benefit  Factor 

Life  annuity  with  two-thirds  con¬ 
tinued  to  surviving  spouse  of  em¬ 
ployee  _ _ _ _  1.  28657 

Life  annuity  with  entire  amount 
continued  to  surviving  spouse  of 
employee _  1.  42985 

Table  in 


(Level  annual  contribution  which  will  ac¬ 
cumulate  to  $1  at  end  of  number  of  years) 


Number 

Number 

of  Years 

Factor 

of  Years 

Factor 

1  . 

1.  00000 

26  . 

0.  01690 

2  . 

.48544 

27  . 

.  01570 

3  . 

.31411 

28  - 

.01459 

4  _ 

.22859 

29  . 

.  01358 

5  . 

. 17740 

30  . 

.  01265 

6  _ 

. 14336 

31  . 

.01179 

7  _ 

.11914 

32  . — 

.01100 

8  - 

.  10104 

33  . 

.  01027 

9  - 

.08702 

34  . 

.00960 

10  . 

.  07587 

35  . 

.00897 

11 

. 06679 

36  _ 

.  00839 

12  _ 

.05928 

37  . — 

.00786 

13  - 

.  05296 

38  . . 

.00736 

14  _ 

.04758 

39  . — 

.  00689 

15  _ 

.  04296 

40  . . 

.00646 

16  _ 

. 03895 

41  _ 

. 00606 

17  . 

.03544 

42  . 

.00568 

18  - 

.03236 

43  - . 

.  00633 

19  . —  . 

.02962 

44  _ 

.00501 

20  . 

. 02718 

45  _ 

.  00470 

21  . 

.02500 

46  . . 

.00441 

22  . 

.02305 

47  . 

.  00415 

23  — . 

.  02128 

48  . . 

.00390 

24  _ 

.01968 

49  _ 

.00366 

25  _ 

.01823 

50  _ 

.00344 

Table 

IV 

(Amount  of 

annuity  of  $1  at  end 

of  such 

period) 

Years 

Factor 

Years 

Factor 

1 _ 

1.0000 

26 - 

59.  1564 

2 . 

2.0600 

27 _ 

63.  7058 

3 . . 

3.  1836 

28 _ 

68.  5281 

4 _ 

4.  3746 

29 _ 

73.  6398 

5 _ 

5.  6371 

30 _ 

79. 0582 

6 _ 

6.  9753 

31 . . 

84.  8017 

7 

8.  3938 

32 

90.  8898 

8 _ 

9.  8975 

33 _ 

97.  3432 

9  . . 

11.4913 

34  . . 

104.  1838 

10  . . 

13.  1808 

35 . . 

111.4348 

11 . 

14.  9716 

36 _ 

119.  1209 

12 . 

16.  8699 

37 . 

127.  2681 

13 . . 

18.  8821 

38 _ 

135.  9042 

14 _ 

21.0151 

39 _ 

145.  0585 

15 . . 

23.  2760 

40 _ 

154. 7620 

16 - 

25.  6725 

41 _ 

165.  0477 

17 . 

28. 2129 

42 _ 

175.  9505 

18 _ 

30.  9056 

43 _ 

187.  5076 

19 _ 

33.  7600 

44 _ 

199.  7580 

20 . 

36.  7856 

45 _ 

212. 7435 

21 

39.  9927 

46  _ 

226.  5081 

22 

43.  3923 

47 _ 

241.  0986 

23 _ 

46.  9958 

48  - . 

256.  5645 

24 _ 

50.  8156 

49 _ 

272.  9584 

25 _ 

54.  8645 

50 _ 

290.  3359 

(x)  Examples.  The  application  of  this 
subparagraph  may  be  illustrated  by  the 
following  examples: 

Example  ( 1 ).  (i)  A  is  a  male  employee  of, 
and  owns  all  the  stock  of,  X  Corporation,  an 
electing  small  business  corporation.  A  and 
X  Corporation  are  calendar-year  taxpayers. 
X  Corporation  has  a  qualified  pension  plan 
which  it  adopted  on  January  1,  1968,  and 
which  provides  at  age  65  a  straight  life  an¬ 
nuity  payable  at  the  end  of  each  month  of 
50  percent  of  a  participant’s  average  monthly 
compensation  during  the  last  5  years  of  serv¬ 
ice.  He  began  participation  in  the  plan  on 
January  1,  1968.  The  plan  does  not  provide 
any  benefits  in  case  of  death  or  disability  be- 
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fore  retirement  or  for  a  lump  sum  distribu¬ 
tion  in  lieu  of  the  straight  life  annuity.  A’s 
annual  compensation  for  calendar  years  1973 
and  1974  is  $50,000.  A  was  born  on  October  4, 
1927.  The  plan  is  noncontributory. 

(li)  A’s  projected  annual  pension  as  of 
the  end  of  1973  and  1974  is  $25,000  (50  per¬ 
cent  of  $50,000).  The  factor  from  Table  I  for 
the  value  of  a  straight  life  annuity  at  age  65 
of  $1  payable  in  monthly  installments  at  the 
end  of  each  month  is  8.2539.  The  single  sum 
equivalent  as  of  the  end  of  1974  is  $206,347.50 
($25,000x8.2539).  The  factor  from  Table  III, 
representing  the  present  value  of  contribu¬ 
tions  which  will  accumulate  to  $1  at  re¬ 
tirement  age,  for  25  years  of  anticipated  par¬ 
ticipation  in  the  plan  by  A  is  0.01823.  The 
level  contribution  to  retirement  is  $3,761.71 
( $206,347.50  x  0.01823) .  The  factor  from 
Table  IV  for  the  number  of  years  of  participa¬ 
tion  in  the  plan  is  6.9753  for  1973  and  8.3938 
for  1974.  The  reserve  for  A  is  $26,239.06 
($3,761.71x6.9753)  at  the  end  of  1973  and 
$31,575.04  ($3,761.71X8.3938)  at  the  end  of 
1974.  The  unadjusted  annual  contribution 
for  A  is  $3,761.64  ($31,575.04- ($26,239.06 
Xl.06) ) .  Because  no  adjustment  is  necessary 
for  mandatory  employee  contributions  or 
pre-retirement  death  benefits,  the  adjusted 
annual  contribution  for  A  is  equal  to  the  un¬ 
adjusted  annual  contribution  for  A.  Accord¬ 
ingly,  the  portion  of  the  contribution  for 
1974  to  the  plan  by  X  Corporation  on  ac¬ 
count  of  which  it  is  allowed  a  deduction 
under  section  404(a)(1)  which  are  paid  on 
A’s  behalf  is  $3,761.64. 

Example  (2).  The  facts  are  the  same  as  In 
example  (1)  except  that  the  plan  provides 
that  if  an  employee  dies  before  retirement, 
his  spouse  or  his  estate  will  receive  an 


(ill)  The  reserve  for  A  is  $45,692.41 
($5,443.59X8.3938)  as  of  the  end  of  1974.  Ac¬ 
cordingly,  the  portion  of  the  contributions 
for  1974  to  the  plan  by  X  Corporation  on 
account  of  which  it  is  allowed  a  deduction 
under  section  404(a)(1)  which  are  paid  on 
behalf  of  A  is  $17,879.01  ($45,692.41- 

($26,239.06X1.06)). 

(d)  Treatment  of  amounts  included  in 
gross  income.  Any  amount  included  in 
the  gross  income  of  a  shareholder- 
employee  under  section  1379(b)  (1)  and 
this  section  shall  be  treated  as  considera¬ 
tion  for  the  contract  contributed  by  the 
shareholder-employee  for  purposes  of 
section  72  (relating  to  annuities).  See 
§  1.72-8(a)(l).  If  an  individual  is  a  par¬ 
ticipant  in  two  or  more  plans  maintained 
by  one  or  more  electing  small  business 
corporations  with  respect  to  which  such 
individual  is  a  shareholder-employee,  the 
amount  treated  as  consideration  paid  or 
contributed  by  such  individual  to  a  par¬ 
ticular  plan  for  a  year  shall  be  a  ratable 
portion  of  the  total  amount  included,  un¬ 
der  section  1379(b)  and  this  section,  by 
him  in  his  gross  income  for  that  year. 

(e)  Deduction  for  excess  contributions 
not  received  as  benefits — (1)  General 


amount  equal  to  his  annual  compensation 
at  the  time  of  his  death.  The  death  benefit 
Is  uninsured  and  thus  paragraph  (b)  of 
i  1.72-16  does  not  apply.  A  reasonable  net 
premium  cost  for  A’s  age  (47)  is  $7.32  per 
$1,000.  Accordingly,  the  portion  of  the  con¬ 
tributions  for  1974  to  the  plan  by  X  Cor¬ 
poration  on  account  of  which  it  is  allowed 
a  deduction  under  section  404(a)(1)  which 
are  paid  on  behalf  of  A  Is  $3,929.81  ($3,761.64 
(the  amount  determined  In  example 
(1) ) +$168.17  ( ($50,000-  ($26,239.06X1.03)  )X 
0.00732)). 

Example  (3).  The  facts  are  the  same  as  in 
example  (1)  except  that  A’s  annual  compen¬ 
sation  for  calendar  year  1974  is  $55,000.  Ac¬ 
cordingly,  A’s  projected  annual  pension  as 
of  the  end  of  1974  Is  $27,500  (50  percent  of 
$55,000) .  The  single  sum  equivalent  as  of  the 
end  of  1974  Is  $226,982.25  ($27,500x8.2539). 
The  level  contribution  to  retirement  Is 
$4,137.89  ($226,982.25X0.01823).  The  reserve 
for  A  as  of  the  end  of  1974  Is  $34,732.62 
($4,137.89X8.3938).  Thus,  the  portion  of  the 
contributions  for  1974  to  the  plan  by  X 
corporation  on  account  of  which  It  Is  allowed 
a  deduction  under  section  404(a)(1)  which 
are  paid  on  behalf  of  A  Is  $6,919.22  ($34,732.62 
—  ($26,239.06X1.06) ). 

Example  (4).  (1)  The  facts  are  the  same 
as  In  example  (1)  except  that  the  plan  Is 
amended  January  1,  1974,  effective  as  of  such 
date,  to  provide  early  retirement  benefits 
beginning  at  age  60  equal  to  the  benefit  at 
age  65  reduced  3  percent  per  annum  for 
each  year  by  which  the  employee’s  age  Is  less 
than  65. 

(11)  The  age  under  the  plan  for  which  the 
level  contribution  to  retirement  Is  the  great¬ 
est  is  age  60,  computed  as  follows: 


rule.  If,  immediately  after  the  termina¬ 
tion  of  the  rights  of  a  shareholder- 
employee  or  his  beneficiaries  under  the 
plan,  the  sum  of  the  amounts  included  in 
the  gross  income  of  the  shareholder- 
employee  under  paragraph  (a)  of  this 
section  exceeds  the  sum  of  the  distribu¬ 
tions  and  payments  which  are  excludable 
from  gross  income,  or  will  be  excluded  by 
a  beneficiary  in  the  case  of  a  survivorship 
annuity  with  term  certain,  such  excess 
shall  be  allowable  as  a  deduction  from 
gross  income.  For  purposes  of  the  pre¬ 
ceding  sentence,  all  distributions  and 
payments  which  are  excluded  from  gross 
income  are  considered  to  consist  entirely 
of  amounts  treated  as  consideration  for 
the  contract  contributed  by  a  share¬ 
holder-employee  under  paragraph  (d)  of 
this  section  until  such  excludable  distri¬ 
butions  and  payments  equal  the  total 
amount  includible  in  gross  income  by  the 
shareholder-employee  under  paragraph 
(a)  of  this  section.  Except  as  provided  in 
subparagraph  (2)  of  this  paragraph, 
such  deduction  shall  be  allowable  to  the 
shareholder-employee  for  his  taxable 
year  in  which  the  termination  of  rights 
under  the  plan  occurs.  In  the  case  of  a 


termination  of  rights  by  reason  of  the 
death  of  the  shareholder-employee,  the 
deduction  shall  be  allowable  in  com¬ 
puting  his  taxable  income  for  the  taxable 
year  ending  with  the  date  of  his  death. 
For  purposes  of  this  paragraph,  a  termi¬ 
nation  of  rights  occurs  when,  in  all 
events,  the  entire  amount  of  benefits 
payable  under  a  plan  with  respect  to  a 
shareholder-employee  has  been  distrib¬ 
uted  or  paid  except  so  much  as  remains 
to  be  paid  to  a  beneficiary  under  a  sur¬ 
vivorship  annuity  with  term  certain. 

(2)  Special  rule.  If,  immediately  prior 
to  the  termination  of  benefits  with  re¬ 
spect  to  a  shareholder-employee,  such 
shareholder-employee  is  not  alive,  a  por¬ 
tion  of  the  deduction  referred  to  in  sub- 
paragraph  (1)  of  this  paragraph  is  al¬ 
lowable  to  each  person  who,  immediately 
prior  to  such  termination,  was  a  bene¬ 
ficiary  of  the  shareholder-employee  un¬ 
der  the  plan  and  whose  interest  as  a  ben¬ 
eficiary  at  such  time  was  not  a  future 
interest.  The  deduction  is  allowable  to 
each  such  person  for  his  taxable  year 
in  which  the  termination  of  benefits  oc¬ 
curs.  The  portion  of  the  deduction  re¬ 
ferred  to  in  subparagraph  (1)  of  this 
paragraph  allowable  to  each  such  person 
is  obtained  by  multiplying  the  amount 
of  such  deduction  by  a  fraction — 

(i)  The  numerator  of  which  is  the 
amount  of  benefits  under  the  plan  re¬ 
ceived  by  such  person  with  respect  to 
the  shareholder-employee,  and 

(ii)  The  denominator  of  which  is  the 
total  amount  of  benefits  under  the  plan 
received  by  all  persons  to  whom  a  portion 
of  the  deduction  is  allowable. 

If,  however,  no  such  person  has  received 
benefits  under  the  plan,  the  portion  of 
the  deduction  referred  to  in  subpara¬ 
graph  (1)  of  this  paragraph  which  is  al¬ 
lowable  to  each  such  person  is  obtained 
by  dividing  the  amount  of  such  deduc¬ 
tion  by  the  number  of  persons  to  whom  a 
portion  of  the  deduction  is  allowable. 

§  1.1379—3  Carryover  of  amounts  de¬ 
ductible. 

For  taxable  years  beginning  after  De¬ 
cember  31,  1970,  no  amount  deductible 
shall  be  carried  forward  under  the  sec¬ 
ond  sentence  of  section  404(a)(3)(A) 
(relating  to  limits  on  deductible  con¬ 
tributions  under  stock  bonus  and  profit- 
sharing  trusts)  or  §  1.404 (a) -9(d)  to  a 
taxable  year  of  a  corporation  with  re¬ 
spect  to  which  it  is  not  an  electing  small 
business  corporation. 

§  1.1379—4  Shareholder-employee. 

For  purposes  of  §§  1.1379-1  and 
1.1379-2,  under  section  1379(d),  an  indi¬ 
vidual  is  a  shareholder-employee  for  a 
taxable  year  of  an  electing  small  business 
corporation  beginning  after  December 
31,  1970,  if  he  is  an  employee  of  officer 
of  such  corporation  who  owns  (or  is  con¬ 
sidered  as  owning  within  the  meaning 
of  section  318(a)  (1)  and  the  regulations 
thereunder),  on  any  day  during  such 
taxable  year  of  such  corporation,  more 
than  5  percent  of  the  total  number  of 
shares  of  the  outstanding  stock  of  the 
corporation. 


(«)  (fc)  (C)  (<D  (<) 

Potential  Projected  annual  Single  sum  Level  contribution 

retirement  retirement  benelit  Table  I  factor  equivalent  at  Table  III  factor  to  retirement 
age  retirement  age  l(c)X(<f)l 

l(«)X(6)J 


65 .  $25,000  8.2539  $206,347.50  0.01823  $3,761.71 

64 .  24,250  8.4890  205,858.25  .  01968  4,051.29 

63 _  23,600  8.7234  204,999.90  .  02128  4,302.40 

62 _ _  22,750  8.9574  203,780.85  .02305  4,697.16 

61 _  22,000  9.1912  202,206.40  .  02500  6,055. 16 

$0 .  21,250  9.4249  200,279.13  .  02718  6,443.59 
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PART  20— ESTATE  TAX;  ESTATES  OF 
DECEDENTS  DYING  AFTER  AU¬ 
GUST  16,  1954 

Par.  14.  Section  20.2039-2  (c)  (1)  is 
amended  to  read  as  follows: 

§  20.2039—2  Annuities  under  “qualified 
plans”  and  section  403(b)  annuity 
contracts. 

•  •  •  *  • 

(c)  Amount  excludable  from  the  gross 
estate.  (1)  The  amount  to  be  excluded 
from  a  decedent’s  gross  estate  under  sec¬ 
tion  2039(c)  is  an  amount  which  bears 
the  same  ratio  to  the  value  at  the  de¬ 
cedent’s  death  of  the  annuity  or  other 
payment  receivable  by  the  beneficiary  as 
the  employer’s  contribution  (or  a  contri¬ 
bution  made  on  his  behalf)  on  the  em¬ 
ployee’s  account  to  the  plan  or  towards 
the  purchase  of  the  annuity  contract 
bears  to  the  total  contributions  on  the 
employee’s  account  to  the  plan  or  towards 
the  purchase  of  the  annuity  contract. 
In  applying  the  ratio  set  forth  in  the 
preceding  sentence,  payments  or  contri¬ 
butions  made  by  the  employer  (or  on  its 
behalf)  toward  the  purchase  of  an  an¬ 
nuity  contract  described  in  paragraph 
(b)(3)  of  this  section  shall  be  considered 
to  include  only  such  payments  or  contri¬ 
butions  as  are,  or  were,  excludable  from 
the  employee’s  gross  income  under  sec¬ 
tion  403(b).  For  purposes  of  this  ratio, 
contributions  or  payments  made  under  a 
plan  described  in  subparagraph  (1)  or 
(2)  of  paragraph  (b)  of  this  section  on 
behalf  of  the  decedent  while  he  was  an 
employee  within  the  meaning  of  section 


401(c)(1)  with  respect  to  such  plan  shall 
be  considered  to  be  contributions  or  pay¬ 
ments  made  by  the  decedent  and  not  by 
the  employer.  Further,  amounts  includi¬ 
ble  in  the  gross  income  of  an  employee 
under  section  1379(b)  are  considered  to 
be  payments  or  contributions  made  by 
the  employee.  For  purposes  of  this  para¬ 
graph,  amounts  payable  under  subpara¬ 
graph  (4)  of  paragraph  (b)  of  this  sec¬ 
tion  are  attributable  to  payments 
or  contributions  made  by  the  decedent 
only  to  the  extent  of  amounts 
deposited  by  him  pursuant  to  sec¬ 
tion  1438  of  title  10  of  the  United 
States  Code.  In  applying  this  ratio,  the 
value  at  the  decedent’s  death  of  the  an¬ 
nuity  or  other  payment  is  determined  in 
accordance  with  the  rules  set  forth  in 
§§  20.2031-1,  20.2031-7,  20.2031-8,  and 
20.2031-9. 

*  *  •  *  * 


PART  25— GIFT  TAX;  GIFTS  MADE 
AFTER  DECEMBER  31,  1954 

Par.  15.  Section  25.2517-1  (c)  is  amend¬ 
ed  by  revising  so  much  of  subparagraph 
(1)  as  precedes  example  (1)  to  read  as 
follows: 

§25.2317—1  Employees’ annuities. 

•  »  •  •  • 

(c)  Amount  excludable  from  gift.  (1) 
If  an  annuity  or  other  payment  described 
in  paragraph  (a)(1)  of  this  section 
(other  than  an  annuity  or  other  payment 
referred  to  in  paragraph  (b)  (1)  (iv)  of 
this  section)  is  attributable  to  payments 


or  contributions  made  by  both  the  em¬ 
ployee  and  the  employer,  the  exclusion 
is  limited  to  that  proportion  of  the  value 
on  the  date  of  the  gift  (see  paragraph 

(a)  (1)  of  this  section)  of  the  annuity 
or  other  payment  which  the  employer’s 
contribution  (or  a  contribution  made  on 
the  employer’s  behalf)  to  the  plan  on  the 
employee’s  account  bears  to  the  total 
contributions  to  the  plan  on  the  em¬ 
ployee’s  account.  In  applying  the  ratio 
set  forth  in  the  preceding  sentence  pay¬ 
ments  or  contributions  made  by  the  em¬ 
ployer  toward  the  purchase  of  an  an¬ 
nuity  contract  described  in  paragraph 

(b)  (1)  (iii)  of  this  section  are  considered 
to  be  contributions  made  by  the  em¬ 
ployee  (and  not  by  the  employer)  to  the 
extent  that  such  contributions  are,  or 
were,  not  excludable  from  the  employee’s 
gross  income  under  section  403(b).  For 
purposes  of  this  ratio,  payments  or  con¬ 
tributions  made  to  a  plan  described  in 
subdivision  (i)  or  (ii)  of  paragraph  (b) 
(1)  of  this  section  on  behalf  of  an  in¬ 
dividual  while  he  was  an  employee  within 
the  meaning  of  section  401(c)(1)  with 
respect  to  such  plan  shall  be  considered 
to  be  payments  or  contributions  made  by 
the  employee.  Further,  amounts  includi¬ 
ble  in  the  gross  income  of  an  employee 
under  section  1379(b)  are  considered  to 
be  payments  or  contributions  made  by 
the  employee.  The  application  of  this 
paragraph  may  be  illustrated  by  the  fol¬ 
lowing  examples,  none  of  which  involves 
employees  within  the  meaning  of  section 
401(c)(1): 

•  •  •  •  • 
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Know  your 
Government... 


The  Manual  describes  the  creation 
and  authority,  organization,  and 
functions  of  the  agencies  in  the 
legislative,  judicial,  and  executive 
branches. 

Most  agency  statements  include 
new  “Sources  of  Information” 
listings  which  tell  you  what  offices 
to  contact  for  information  on 
such  matters  as: 

•  Consumer  activities 

•  Environmental  programs 

•  Government  contracts 

•  Employment 

•  Services  to  small  businesses 

•  Availability  of  speakers  and 
films  for  educational  and 
civic  groups 

This  handbook  is  an  indispensable 
reference  tool  for  teachers,  students, 
librarians,  researchers,  businessmen, 
and  lawyers  who  need  current 
official  information  about  the 
U.S.  Government. 
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